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This year’s Economic Survey of Latin America and the Caribbean is the fifty-sixth edition in this series. It is divided 
into two parts. The first analyses the main features of the regional economy, while the second examines the situation 
in the individual countries of Latin America and the Caribbean. A summarized statistical appendix is supplemented 
by the more detailed information that is provided on the accompanying CD-ROM for ease of data processing. 


Part one deals with the performance of the region’s economy and begins with an introduction that summarizes 
recent trends and the challenges facing economic policy-makers. The following chapters are devoted to the international 
situation and the external sector, macroeconomic (fiscal, exchange-rate and monetary) policy and regional trends in 
the level of economic activity, inflation, employment and wages. In order to strengthen the analyses presented in the 
Economic Survey, two additional contributions have been incorporated that take an in-depth look at key elements of 
the region’s economic performance in the short term. The chapter on economic policy also includes a section on the 
sustainability of the public debt, a major issue for many countries in the region that has become increasingly important 
in recent years. The first part of the Survey concludes with a chapter that offers a comparative analysis of the region’s 
economic growth from a medium-term perspective. 


Part two provides overviews of macroeconomic policies and trends in the Latin American and Caribbean countries 
in 2003 and the first half of 2004. These country reports include tables on the main economic indicators. 


The statistical appendix presents 25 regional tables, while the CD-ROM contains over 400. These tables provide 
ready access to the information for recent years. 
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ee It is estimated that the Latin American and Caribbean region’s GDP will grow by around 


4.5% in 2004, which translates into a 3.0% increase in per capita terms. Almost all the 


economies of the region have made a recovery since reaching the low point in this business 


cycle during the first quarter of 2002. 


As noted in the Preliminary Overview of the Economies 
of Latin America and the Caribbean,! the favourable 
conditions for the region that have prevailed at the 
international level for quite some time now have been 
one of the main factors that has made this recovery 
possible. The decline in sovereign risk premiums from 
their highs of September-October 2002, stronger 
commodity prices, the upswing in tourism and the growth 
of non-oil exports to the United States and other major 
markets have been the main positive impulses generated 
by the international economy. The fact remains, 
nonetheless, that the region’s ability to capitalize upon 
this favourable external climate is in large measure a 


a ae 


a 


reflection of its implementation of domestic economic 
policies geared towards maintaining tighter fiscal and 
monetary control and more competitive exchange rates. 

The durability of this growth phase is, however, 
threatened by both internal and external factors. On the 
internal front, the weakness of demand in many of the 
region’s economies casts some doubt as to the recovery’s 
consolidation. On the external front, a number of 
economic disequilibria exist that will have to be dealt 
with sooner or later. Although these imbalances do not 
represent an imminent danger, they would appear to 
presage a slower pace of growth for the world economy 
in the medium term. 


1 Economic Commission for Latin America and the Caribbean (ECLAC), Preliminary Overview of the Economies of Latin America and the 
Caribbean, 2003 (LC/G.2223-P/I), Santiago, Chile, December 2003. United Nations publication, Sales No. E.03.I1.G.186. 
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International economy 


World GDP grew by 2.7% in 2003 (as compared to 1.8% 
in 2002), while global trade, measured at constant prices, 
expanded by 5.8%, or somewhat more than double the 
preceding year’s rate. The forward momentum that 
economic activity began to exhibit in the second half of 
2003 has carried over into 2004 and, as a result, GDP 
growth for 2004 is projected at around 3.8%, which is 
far higher than the figures generally seen since 2001. 
Projections for the second half of 2004 and for 2005 
indicate that the pace of GDP growth will diminish 
somewhat, however. The growth of world trade, which 
has regained its pre-recession buoyancy, is likely to be 
in the vicinity of 7% in 2004. 

The main hubs of world economic growth have been 
the United States and the Asian countries, particularly 
India and China. China has acted as a powerful engine 
for growth in its own region (where it has spurred, for 
example, Japanese exports and those of emerging 
industrialized economies) as well as generating a strong 
demand for commodities that has benefited some of the 
Latin American economies. 

In 2004 the United States economy is expected to 
achieve a growth rate of 4%, after having expanded by 


+ 


3.0% in 2003. China’s economy grew by 9.1% in 2003 
and by 9.7% in the first half of 2004 relative to the same 
period of the preceding year, while the Japanese 
economy expanded by 3.5% in 2003 after suffering a 
setback the year before (0.3%). In 2004, this trend is 
expected to result in an annual growth rate of over 4%, 
largely as a reflection of China’s economic dynamism. 
The reactivation was more hesitant in the European 
Union in 2003, where the growth rate was a mere 0.9%. 
This increase was concentrated in the second half of the 
year, however, and growth accelerated further in the first 
quarter of 2004, when an annualized rate of 2.5% was 
recorded. 

The world economy’s growth in 2003-2003 has been 
reflected in stronger demand, which in turn has had a 
positive impact on the Latin American and Caribbean 
economies. The momentum generated by United States 
and Chinese imports have been a particularly significant 
factor. In 2003, the price index for commodities exported 
by Latin America and the Caribbean climbed by 15.4%, 
while the non-fuel commodity price index rose by 7.2%. 
Between April and June 2004, these markets softened, 
however, and the prices of a number of products fell. 


The region’s external sector 


In 2003, Latin America and the Caribbean posted a 
US$ 56 billion surplus on the balance-of-payments 
current account (equivalent to 0.3% of the region’s 
GDP) for the first time since 1953. Among the other 
main components of the balance of payments, the 
capital and financial accounts (including errors and 
omissions) yielded a US$ 5.1 billion surplus and a 
total of US$ 18.8 billion in compensatory financing 
was registered. As a result of these movements, reserve 
assets jumped to US$ 29.6 billion (1.7% of GDP). 


This build-up of reserves in 2003 played a key role in 
stabilizing foreign-exchange markets in some 
countries. 

Based on the trends observed during the first five 
months of the year, a surplus on the balance-of-payments 
current account of around 0.8% of GDP is expected again 
in 2004. The merchandise trade surplus will surpass its 
2003 level thanks to the fact that the extraordinarily 
robust growth of exports will more than offset the 
upswing in imports. 


Economic Survey of Latin America and the Caribbean * 2003-2004 


In 2003 the deterioration seen in the region’s terms 
of trade between 1998 and 2002 came to a halt. The 
1998-2002 trend had resulted in a cumulative loss of 
14.8% for non-oil-exporters and of 3.4% for the region 
as a whole (including countries that are net oil exporters). 
This change of sign notwithstanding the actual 
improvement was modest: 1.1% for the region as a 
whole, 2.5% for oil-exporters and 0.5% for the rest. The 
terms of trade are expected to make a more robust 
recovery in 2004, with an improvement of nearly 3%. 

Since mid-2002, the Latin American and Caribbean 
region has been posting a surplus on the merchandise 
trade balance. In 2003, this surplus was not the result of 
a reduction in imports, as it had been in 2002, but rather 
of the fact that export growth (8.2%) outstripped the 
increase in imports (3.2%). Export levels were higher 
in 2003 in most of the MERCOSUR and Andean 
Community member countries as well as in Chile. In a 
majority of the countries, this upturn was chiefly 
attributable to an expansion in the volume of exports 
rather than higher prices. In 2004, it is estimated that 
exports could climb by 15%, while the increase in prices 
is projected at 6%. 

A modest recovery in the net capital inflows 
received by Latin America and the Caribbean in 2003 
brought them to the equivalent of 1.4% of GDP. The 
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Fiscal policy 


In recent years, the chief objective of the countries’ 
fiscal policies has been to reduce their deficits. 
Attention has also been focused on the countries” hefty 
public debts and short-term financing, rather than on 
the possibility of using fiscal policy to perform a 
countercyclical function. Within this context, the 


15 


outlook for 2004 points to a continuation of this upturn, 
which could amount to as much as 1.8% of GDP, with 
an especially steep increase being expected in private 
capital inflows. Despite this improvement and the fact 
that no significant change in factor payments is projected, 
the region is expected to witness a negative transfer of 
around US$ 22 billion. 

Foreign direct investment (FDI) in the region has 
undergone a gradual yet nonetheless marked decline over 
the past four years that has deprived it of its former 
momentum. In-2003, this category of investment 
amountéd to US$ 29.2 billion in gross terms, which was 
well below the 1990-2002 average of US$ 39 billion 
per year. Nevertheless, the prospects for 2004 are for a 
recovery of FDI inflows, which should climb to some 
US$ 35 billion. 

With world financial markets in the midst of a 
recovery, the average cost of external financing for the 
region dropped from 12.7% to 9.9% in 2003. The mean 
cost in 2003 was thus similar to the level recorded for 
the first half of 1997, before the outbreak of the Asian 
crisis. This decline continued in the first quarter of 2004, 
bringing the cost of such financing to an annual figure 
of 9.4%, but in the second quarter it rose by one 
percentage point in response to a fairly widespread 
increase in risk premiums and a 0.6% rise in bond yields. 


countries of the region made a significant 
improvement in their fiscal accounts in 2003. Progress 
in this direction is continuing to be made in 2004, 
and the (simple) average primary surplus is expected 
to amount to one percentage point of GDP for the 
first time in many years. 
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eee past mice seadined between-1995 and 2002. average real effective exchange rate was 18% hi 
The Caribbean countries’ performance in this respect it had been in 1997 and 2000. 
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Monetary policy 

The external environment is of fundamental importance as long-term interest rates started to climb, equity prices 
for the region’s monetary policies, as its economies’ declined and risk premiums rose. 

scope for action is in some measure determined by As is customary, during the period under review the 
movements in international interest rates. In mid-2003, prime objective of monetary policy in the region was to 
the global economy began to become more liquid as the curb inflation and, in those instances where it is already 
money supply expanded in the United States, Europe under control, to contribute to the economy’s reactivation. 
and Japan and international flows picked up in the The region’s central banks have probably lowered interest 
world’s capital markets. Thanks to this situation, the rates as much as they are going to, but it remains to be 
more heavily indebted countries in the region benefited seen how fast regional interest rates will change and how 


from larger capital inflows and narrower credit spreads. much they may or may not lag behind the policy moves | 
In April 2004 this trend began to reverse itself, however, made by the United States Federal Reserve. 
{ 
: 


ports c 
of demand, enone fecal: private 
ption) was sli ghtly higher than in 2002. The level 
Se fixed capital formation in 2003 was similar to 


what it had been in 2002, when a small upturn in 


investment in the construction industry was offset by a 
contraction in investment in machinery and equipment. 
As a result of the stagnation of this variable in 2003 and 
the fact that in 2002 it was 5.9% lower than it had been 


_ the year before, gross fixed investment stands at 17.9% 


of the region’s GDP -the lowest level to be recorded 
since the early 1970s. 


Employment and wages 


After the serious deterioration in the employment 
situation observed since 1998, in 2003 the 
beginnings of a recovery in the Latin American and 
Caribbean economies had some positive effects on 
the labour market, especially in terms of job creation. 
Since these promising signs stimulated the labour 
supply as well as demand, however, the pace of 
economic growth was too slow to permit new 
entrants to be absorbed into productive occupations. 
As a result, the regional unemployment rate was 
quite high (10.5%) even though the employment rate 


ee is ee a f idle tet capacity in some 
sectors enabled the countries to take advantage of the 
upswing in demand brought on by favourable conditions 
in the international economy. The relevant external factors 
have been associated with the relative improvement in 
the global economic situation since mid-2003. 

It is estimated that the regional inflation rate for 
2004 will be slightly lower than the year before, when 
the overall rate was 8.5%, or nearly four percentage 
points lower than the rate for 2002 (12.1%). 


rose from 51.6% to 52%. The weighted average of 
real wages declined by 4.4%. 

In the first half of 2004, the situation in the region’s 
labour markets remained mixed, but unemployment levels 
were sharply lower in some of the countries that have 
undergone severe crises in recent years. The regional 
unemployment rate is estimated to have dropped to 10.3% 
from the 10.7% rate registered for the corresponding 
period of 2003. A similar trend was seen in wages, with 
countries that had experienced a steep downturn in 2003 
observing an easing of this trend in early 2004. 


col lapses ina Heiner He counties in ey region. 
An analysis of the sources of growth indicates that 
the slowdown in capital formation accounts, on average, 
for nearly one third of the decrease in GDP growth 
observed since 1980 in Latin America. The data show 
that public investment was more volatile than private 
investment in 1980-2002, a period during which most 
of the Latin American countries were adopting 


ety ane sick Bake hav. 
both in the 1960s and 1970s, when import- -substitution 
policies were still in use, and in the 1990s, when market- 
oriented policies predominated. On the other hand, 
RCs growth collapses have greatly impaired the _ 
population’s quality of life and have driven up poverty 

levels in the countries concerned. - 
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Introduction 


It is estimated that the Latin American and Caribbean region’s GDP will grow by around 


4.5% in 2004, which translates into a 3% increase in per capita terms. Almost all the economies 


of the region have made a recovery since reaching the low point in this business cycle during 


the first quarter of 2002. 


As noted in the 2003 edition of the Preliminary Overview 
of the Economies of Latin America and the Caribbean,! 
the favourable conditions for the region that have 
prevailed at the international level for quite some time 
now have been one of the main factors that has made 
this recovery possible. The decline in sovereign risk 
premiums from their highs of September-October 2002, 
stronger commodity prices, the upswing in tourism and 
the growth of non-oil exports to the United States and 
other major markets have been the main positive 
impulses generated by the international economy. The 
fact remains, nonetheless, that the region’s ability to 


capitalize upon this favourable external climate is in large 
measure a reflection of its implementation of domestic 
economic policies that are geared towards maintaining 
tighter fiscal and monetary control and more competitive 
exchange rates. 

Be this as it may, it will take years to rectify the 
imbalances associated with the social problems that have 
troubled the region throughout its history. These 
problems grew even more severe in the 1990s during 
the downswing in the business cycle —a downswing from 
which Latin America and the Caribbean are now 
beginning to emerge. These last two years of growth 


Economic Commission for Latin America and the Caribbean (ECLAC), Preliminary Overview of the Economies of Latin America and the 
Caribbean, 2003 (LC/G.2223-P/1), Santiago, Chile, December 2003. United Nations publication, Sales No. E.03.II.G.186. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on 
the basis of official figures. 


Table 1.1 
LATIN AMERICA AND THE CARIBBEAN: GDP, ANNUAL GROWTH RATES 


Argentina 
Bolivia 
Brazil 
Chile 
Colombia 
Costa Rica 
Cuba 
Dominican Republic 
Ecuador 
El Salvador 
Guatemala 
Haiti 
Honduras 
Mexico 
Nicaragua 
Panama 
Paraguay 
Peru 
Uruguay 
Venezuela 
Caribbean 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC). 
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1990-1998 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis 


of official figures. 


The weakness of demand and the cautious way in 
which monetary and fiscal policy is being managed in 
most of the countries of the region have helped to keep 
inflation low. Nonetheless, during the early months of 
2004 slight upswings in inflation have been observed 
in a number of cases. These increases have been fuelled 
by hikes in transport, utility and food prices in response 
to higher international prices for some products. 


Despite the upward trend in economic activity, 
because the region’s growth pattern is based on 
non-labour-intensive industries and products that 
contain little domestic value added, GDP growth 
does not translate into a rapid reduction in 
unemployment. This, in turn, hinders efforts to 
reduce the poverty that plagues nearly half of the 
region’s population. 
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Owing to the combined effect of export growth to generate a sufficient level of internal saving, must = of 
* and the slow expansion of domestic absorption, many now devote a portion of those resources to finance 
‘ of the countries in the region have posted hefty trade the rest of the world. In 2004 the region will witness Ries, 
surpluses. As a result, in 2003 Latin America and the a net negative transfer of over US$ 20 billion. This = 
Caribbean recorded a current account surplus for the means that, over the six-year period from 1999 to 
first time in 50 years (0.3% GDP). A current account 2004, the cumulative outflow of resources from Latin 3 
surplus (0.8% of GDP) is also expected for 2004. America and the Caribbean will have amounted to 
This is certainly not good news for the region, slightly less than 6% of the region’s GDP, measured 
which, in addition to suffering from a chronic inability in current dollars. | 
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LATIN AMERICA AND THE CARIBBEAN: INVESTMENT AND SAVING : ‘ 


(Percentage of GDP in current dollars) 


Gross investment 


1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on 
the basis of official figures. 
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international interest rates have allowed policy makers 


stance. In the early part of the year, many countries also 
saw an increase in credit thanks to improved expectations 
in both production sectors and the banking system. 
Most of the countries have increased the flexibility 
of their exchange-rate regimes and, as part of this effort, 


have phased out restrictions on foreign-exchange 


operations. At the end of 2003, the average real effective 


_ exchange-rate index for Latin America and the Caribbean 


reflected a 2.9% depreciation relative to the end of 2002, 
although the trends in this respect varied widely across 
the countries of the region. 

In South America, the currencies of Argentina, 
Brazil and Chile appreciated, while those of Mexico and 
the Central American countries depreciated. From a 
medium-term perspective, the rates in effect in late 2003 
were about 18% higher than the 1997-2001 average. 

For the region as a whole, earlier competitiveness 
gains were maintained in 2004, since the real effective 
exchange-rate index as of May 2004 was virtually the 
same as the 2003 average, albeit with differences across 
countries. 

ECLAC projections regarding the continuation of 
the recovery in the Latin American economies that began 
in 2002 are optimistic, but the outlook undoubtedly 
includes a number of questions and challenges. 

First, the United States economy’s substantial 
external and fiscal deficits make it a certainty that, sooner 
or later, some sort of adjustment is going to have to be 
made in short-term interest rates. When it comes, this 
increase will dampen demand and the level of economic 
activity in that country, which is the world economy’s 


abrupt | | y ca mmoc 
prices to drop steeply, thus ane hee “export 
earnings of some countries in the region. If, on the other. 
hand, it were to cool down slowly and gradually, then 
the reduction in international commodity prices would 
be likely to follow suit and the impact on the region’s 
revenues would be softened. 

The consensus view appears to be that the latter is 
the more probable scenario. If this proves to be true and 
the United States monetary authorities follow a 
gradualistic strategy, then there are grounds for cautious 
optimism abeut international conditions in the short run. 

On the internal front, the region’s ample political 
agenda for the second half of the year will be marked by 
a number of electoral processes. If these elections proceed 
without incident, the governance of the Latin American 
democracies can be consolidated, and this will greatly 
increase current economic policies’ chances of success. 

Thus, the combination of low interest rates, high 
real exchange rates and strong international prices 
commodity herald the advent of a favourable set of 
conditions, in the short term, that the region should use 
to its advantage in order to firm up the recovery of 
internal demand. 

In the medium term, however, the countries of the 
region will have to find ways, first, to increase the 
diversification of their exports so that they can make 
their economies less vulnerable to the business cycle in 
destination markets and, second, to boost the domestic 
value added to their exports so that export growth will 
have a stronger impact on employment levels and thus 
help to lessen the severe social imbalances that afflict 
each and every one of the Latin American and Caribbean 
countries. 
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A. International economy 


1. a Recovery, disequilibrium and risk in the global economy 


Global economic activity picked up in 2003, particularly 
in the second half of the year. World GDP grew by 
2.7% (versus 1.8% in 2002), while global trade, 
measured at constant prices, increased 5.8%, slightly 
over double the previous year’s rate. The upturn in 
activity that began in the second half of 2003 has 
continued into 2004, as a result of which GDP growth 
for the year is projected at around 3.8%,! a much higher 
rate than any since 2001 (see figure II.1). However, 
forecasts for the second half of 2004 (and for 2005) 


indicate that the pace of growth will slow somewhat. 
Global trade, which has recovered its pre-recession 
dynamism, is expected to grow at a rate of around 7% 
in 2004. This estimate reflects the impact of external 
demand, which in many countries is what has fuelled 
the recovery. The growth in external demand, in turn, 
has been due largely to growth in export volumes, 
although higher prices have also been a significant factor, 
particularly in the case of commodities. 


1 United Nations, World Economic and Social Survey, New York, Department of Economic and Social Affairs, June 2004 (http://www.un.org/ 
esa/policy/wess/index.html). Weighted by 2002 market prices and exchange rates. Using purchasing power parity, this projection yields a 


growth rate of 4.5%. 


1995 1996 1997 1998 1999 
= Global GDP 


—®— Global exports ~ 


Source: United Nations, World Economic and Social Survey, New York, Department of Economic and Social Affairs, 2004. 
@ Average of national GDP growth rates, weighted by GDP at 2000 prices and exchange rates. 


» Projections. 


The main hubs of world economic growth have 
been United States and the Asian countries, in particular 
India and China. The Chinese economy has been a 
powerful engine of growth in its own region, where, for 
example, it has spurred exports from Japan and the 
emerging industrialized countries. At the same time, it 
has been an important source of demand for commodity- 
producing economies, including some in Latin America. 
In the case of the United States, growth has been 
sustained up to now by strong monetary and fiscal 
stimuli, namely, the historically low interest rates set 
by the Federal Reserve coupled with tax cuts and an 
increase in spending, especially on defence. In 2004 the 
United States is expected to achieve a growth rate of 
4%, after posting a rate of 3% last year. In the first 
quarter, its GDP rose at an annualized rate of 4.5%. In 
the second quarter, GDP growth slowed considerably, 
however, bringing the annualized rate down to only 3%. 
Residential investment and consumption of durable 
goods weakened in the first half of 2004 —after having 
been the pivots for growth, thanks to the low interest 
rates’ stimulation of the real estate market— and by the 
end of the first quarter the rise in housing prices had 
already decelerated sharply. At the same time, other key 
macroeconomic variables have been giving signals that 
point to a change in trend. Inflation, although it has 


remained moderate, began to climb in late 2003, 
prompting a rise in the federal funds rate, which was set 
at 1.25% in June. This increase, the first since 2000, was 
preceded by a rise in the yield on treasury bonds. At the 
same time, stock markets turned bearish and volatile, 
after having experienced sustained upswings that 
allowed them to keep in step with the recovery of 2003. 
Expectations of a rise in interest rates have led to a 
relative stabilization of the dollar, which had lost around 
30% of its value against the euro between mid-2001 and 
early 2004. Following a long slack period, the country’s 
labour market is showing signs of recovery, although 
this has not yet generated wage pressures. 

The resumption of growth in the United States has 
been achieved at the expense of mounting fiscal and 
external imbalances. The fiscal deficit is expected to 
reach 4.7% of GDP, almost equal to the 5.1% deficit on 
the balance-of-payments current account, which has 
grown despite the depreciation of the dollar. Official 
capital inflows from Asian countries are now a major 
source of financing for the current account deficit. As a 
result of this period of unusually low interest rates, 
household indebtedness has also deepened, and close to 
18% of disposable income is now going to the payment 
of debts, a higher proportion than in 1994, when 
monetary policy was tightened. In addition, variable-rate 


growth of 9.1% in 2003 and 9.7% in the first half of 


- 2004. This performance has been rooted in an upsurge 


of investment in fixed assets, which grew 28.6% in the 
same period. In some sectors, this rapid creation of 
production capacity has resulted in a certain degree of 
Overinvestment, which, in turn, has given rise to 
inflationary pressures and shortages of inputs and 
energy. Inflows of speculative capital have caused the 
money supply to expand at a feverish pace, which has 
given local and regional governments greater incentive 
to install surplus production capacity.? In order to curb 
this phenomenon, which is already threatening the 
country’s fragile banking system and could prompt a 
macroeconomic crisis, the authorities have raised the 
level of required reserves three times in 2003, and in 
April 2004 they took drastic administrative measures to 
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preceding year 
ea cae has also shown. a 
In the first quarter of 2004, the economy 
4.7% (interannual rate), thanks to the strength of exports, 
investment and consumption. It this trend persists, 
growth for the year could exceed 4%, although this 
prediction depends heavily on China’s continued 
economic dynamism. 

The European Union experienced a slower recovery 
in 2003, with growth of only 0.9%, based on an expansion 
of net exports and investment, particularly in inventory- 
rebuilding. This growth occurred mainly in the second 
half of the year and then accelerated in the first quarter of 
2004, when an annualized rate of 2.5% was achieved. In 
this case as well, however, a deceleration is foreseen in 
the second half of the year, although the growth rate for 
the year is still expected to reach 1.5%; this will depend 
largely on the strength of the global market, however, 
since domestic demand will remain lethargic. 


2 See L.R. Klein and S. Ozmucur, Weekly Update on the U.S. Economy and F. inancial Markets (http://www.chass.utoronto.ca/link/uscqm/ 


uscqm.htm). 


3 The inflow of this type of capital is prompted by interest rate spreads, the prospects for investment in a booming economy and expectations 


concerning revaluation of the renminbi, whose value against the dollar has remained virtually unchanged since 1994, despite the country’s 


persistent surplus on its balance-of-payments current account. 
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2. Impact of the global economic recovery on Latin American and 


Caribbean exports 


The growth of the world economy in 2003-2004 has 
had favourable effects on the economies of Latin 
America and the Caribbean via external demand. The 
impetus generated by demand for imports in the United 
States and China has been especially significant. 

The upturn in economic activity in the United States 
during 2003 has been reflected in the expansion of its 


non-petroleum imports (see figure I.2), which in 
November of that year surpassed their pre-recession peak 
and then continued to grow vigorously during the first 
quarter of 2004, rising by 12.5% with respect to the first 
quarter of 2003. The increase in imports from Latin 
America appears relatively meagre in 2003 (2.9% as 
against 5.5% for the world total), but this is because, 


2000 Jan 
2001 Jan 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from the United States International 


Trade Commission. 


4 Three-month moving average of the corresponding seasonally adjusted series. 


China’s import boom, which began in 2003, seems 
to have peaked during the period January—April 2004, 
when, for the first time since 1993, the country posted a 
trade deficit. Demand from China has been a decisive 
factor in the improvement of the external accounts of 
several countries in the region. In 2003, Chinese imports 
from Latin America and the Caribbean jumped by 
79.1%, which was far higher than the figure for China’s 
total import growth. As a result, in 2003 the region’s 
share of Chinese imports amounted to 3.6% (2.8% in 
2002). China has a trade deficit with Latin America and 


the Caribbean, but the negative balance is concentrated 
in Argentina, Brazil, Chile and Peru, countries from 
which it buys commodities such as copper, iron, 
fishmeal, and soybeans and soy products. In the first 
four months of 2004, imports from Latin America and 
the Caribbean grew at a rate of 80.1% relative to the 
corresponding period of 2003. This rate is expected to 
decline in the second half of the year, however, owing 
both to a cooling of the economy and to the steps being 
taken by a group of Chinese processing companies to 
reduce the prices of soybean imports. 


4 Mexico accounts for approximately 65% of all United Status purchases from Latin America, including petroleum imports. This figure 
includes the total of maquila exports and imports, not just their aggregate value. 
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Soybeans and soy products 77.0 20.4 
Industrial raw materials 25.6 5.0 
Cotton — ‘2a 86.7 Sel 
Wool 78.9 23.9 
Wood pulp 48.9 9.2 
Minerals and metals 69.1 11.4 
Copper 114.1 14.1 
Tin 138.6 20.6 
Gold 42.5 Ais 
Crude oil 79.3 20.9 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
@ Variation between the lowest level (observed in October 2001) and the highest level (registered in April 2004) of non-petroleum prices during the 


period between January 2001 and June 2004. 
» Does not include gold. 


© Average of Colombian mild Arabicas, Brazilian natural Arabicas and other natural Arabicas, FAS New York. 


Figure II.3 


LATIN AMERICA AND THE CARIBBEAN: COMMODITY EXPORT PRICES 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
a Indices weighted by the share of the region’s total exports represented by each product. 


2003 Jan 


2001 Jan 


—— Soybeans "=" Petroleum 


==O—Coffee | —---— Copper 


# 


2002 Jan 


2003 Jan 


2004 Jan 


June 


r), the purchasing power of aggregate prices in 


st quarter of 2004 was only 40% of what it had nINESE Cee Soakece Gaia 
been in the first quarter of 1980.° : an influence. eS REN aI EE 


- Figure II.4 
LATIN AMERICA AND THE CARIBBEAN: QUARTERLY PRICE TRENDS FOR 
NON-PETROLEUM COMMODITY EXPORTS, 1980-2004 # 
(Index: 1995=100) 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

* Nominal prices. Weighting by the share of the region’s total non-petroleum commodity exports represented by each 
category in 1995. 

> Preliminary figures for the second quarter of 2004. 


5 Fora more complete picture of these price trends, see J.A. Ocampo and M.A. Parra, “The terms of trade for commodities in the twentieth 
century”, CEPAL Review, No. 79 (LC/G.2200-P), Santiago, Chile, April 2003. 


6 Measured in special drawing rights (SDR), prices for non-oil commodities decreased by 1% in 2003; if petroleum is included, then they 
increased by 6.6%. For the countries of Latin America and the Caribbean, this effect is important inso 


far as their import trade is conducted 
in currencies other than the dollar, which have appreciated. 
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B. The region 


vk The balance of payments 


In 2003, Latin America and the Caribbean registered a 
surplus (of US $5.6 billion, or 0.3% of the region’s GDP) 
on the balance-of-payments current account (see table 
11.2) for the first time since 1953. As for the other main 
components of the balance of payments, the capital and 
financial account (including errors and omissions) 
yielded a surplus of US$ 5.1 billion, while the 


compensatory financing component showed a positive 
balance of US$ 18.8 billion. As a result, reserve assets 
jumped to US$ 29.6 billion, or 1.7% of GDP, thus 
mirroring the trend seen in other regions, particularly 
Asia. This build-up of reserves in 2003 was a decisive 
factor in stabilizing foreign-exchange markets in some 
countries. 
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Table 11.2 


LATIN AMERICA AND THE CARIBBEAN (19 COUNTRIES): BALANCE OF PAYMENTS 
(Billions of dollars) 
1995 1996 1997 1998 1999 2000 2001 2002 20034 
Current account balance -37.9 -38.6 -64.6 -88.5 -55.4 -46.7 -52.8 -14.2 5.6 
Merchandise trade balance oe 5.2 -13.2 -35.1 -7.0 Bo -4.0 23.4 41.6 
Exports, f.o.b. 229.4 207.0 286.5 283.2 299.1 358.6 342.9 346.5 374.9 
Imports, f.o.b. 226.2 252.1 299.8 318.3 306.2 Sissi) 346.9 323.1 333.3 
Services trade balance -15.5 -15.8 -18.9 -18.9 -17.1 -16.9 -19.2 -14.3 -13.6 
Income balance -40.8 -42.7 -47.7 -51.4 -50.5 -53.5 -54.6 -51.4 -56.6 
Net current transfers 15:2 14.7 152 16.8 19.2 20.4 25.0 28.0 34.3 
Capital and financial balance > 29.4 63.9 89.4 63.4 42.3 60.7 35.6 -14.0 Sal 
Net foreign direct investment 25.8 40.3 57.6 63.8 79.1 67.5 64.1 38.7 28.4 
Financial capital ° 3.6 23.6 31.8 -0.4 -36.8 -6.8 -28.5 -52.7 -23.3 
Overall balance -8.5 25.3 24.8 -25.1 -13.1 14.0 -17.2 -28.1 10.8 
Variation in reserve assets ¢ -23.1 -26.1 -15.8 9.1 6.3 -6.9 1.0 ek -29.6 
Other financing 31.6 0.8 -9.0 16.0 6.8 -7.1 16.2 24.7 18.8 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 
5 Includes errors and omissions. 


¢ Refers to the capital and financial balance (including errors and omissions), minus net foreign direct investment. 


4 A minus sign (-) denotes an increase in reserves. 


The surplus on the current account of the region’s 
balance of payments reflected positive balances on the 
merchandise trade account (2.4% of GDP) and in 
current transfers, the majority of which are worker 
remittances (2% of GDP). Overall, these accounts 
registered net inflows of US$ 75.9 billion, while the 
services trade and income accounts showed net 
outflows of US$ 70.25 billion, with US$ 56.6 billion 
of that sum corresponding to payments of profits, 
dividends and interest (3.3% of GDP). The services 
trade balance, although negative, improved in 2003. 
The strong growth of exports and the relatively weak 
recovery made by imports were the main reasons for 
the surplus on the current account in 2003. This 
contrasts with the strong contraction of imports the year 
before, which resulted in a surplus on the merchandise 
trade balance. Current transfers amounted to US$ 34.3 
billion in 2003, an increase of US$ 6.3 billion over 
2002.’ The structural deficit in the income account —the 
consequence of indebtedness and foreign capital 
operations— expanded by US$ 5.25 billion in 2003. In 
2002, owing to the recession and devaluations in several 
countries, profit and dividend payments were unusually 
low, which reduced outflows from the income account. 
This situation was reversed the following year. 

The surplus on the current account totalled US$ 22.7 
billion and was accounted for by the MERCOSUR 
countries, Bolivia, Dominican Republic and Venezuela 
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(the latter country traditionally posts a positive balance). 
Mexico, the countries of Central America and the 
Caribbean (except the Dominican Republic), Chile and 
the countries of the Andean Community (except Bolivia 
and Venezuela) had a combined negative balance of 
US$ 17.1 billion. The regional surplus reflects a trend 
towards an improvement in the current account balance 
which first appeared in 2002 in all the subregions (see 
figure IT.5). In the countries that ran deficits, the shortfall 
was smaller than in 2002, except in the cases of El 
Salvador, Honduras and Panama (see figure II.6). 

The capital and financial account (including errors 
and omissions) ended 2003 with a surplus of US$ 5.1 
billion. As may be seen from table II.2, the growth of 
the region’s exports was not associated with an increase 
in foreign direct investment. On the contrary, the latter 
actually decreased with respect to its already low level 
in 2002, totalling scarcely half of the 1997 figure. 
Financial capital continued to show a hefty deficit in 
2003 (1.5% of GDP), but it was smaller than the critically 
high figure posted the preceding year, which was largely 
due to the crises that occurred in the MERCOSUR 
countries and Venezuela. A significant portion of the 
exceptional financing for the year is accounted for by 
Argentina’s arrears in its debt payments. These arrears 
translate into interest and principal payments due but 
not paid, which are entered on the income and financial 
accounts. 


Part of the increase in net current transfers in 2003 (22%) is attributable to improvements in statistical records. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of 
official figures. 
@ Preliminary figures. 


Figure II.6 
LATIN AMERICA AND THE CARIBBEAN: CURRENT ACCOUNT BALANCE 
(Percentages of GDP) 
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eke Economic Commission for Latin America and the Caribbean (ECLAC), 
on the basis of official figures. 
4 Preliminary figures. 
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Judging from the trends observed in the first five 
months of the year, 2004 will once again see a surplus on 
the balance-of-payments current account, this time of 
around 0.8% of GDP, and more countries will post positive 
balances on this account than before. The merchandise 
trade balance will be larger than in 2003, since the 
exceptional growth of exports will more than offset the 
increase in imports. The surplus on this account is expected 
to amount to 3% of GDP. Remittances from workers will 
again account for a significant share of the surplus on the 
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2. Terms of trade 


The deteriorating trend in the region’s terms of trade that 
had lasted from 1998 to 2002 came to a halt in 2003. This 
trend has resulted in a cumulative loss of 14.8% in the 
case of the non-petroleum-producing countries and of 
3.4% if countries that are net exporters of petroleum are 
included (see figure II.7).8 The improvement in 2003 was, 
however, modest: 1.1% overall for the region, 2.5% in 
the case of net exporters of petroleum and 0.5% in the 
case of non-exporters of petroleum.? For the region as a 
whole, the recovery of the terms of trade was due to the 
fact that export prices rose 3.6% while import prices 
increased by only 2.5%. The upturn in export prices was 
substantially smaller than the rise in commodity prices 
because manufactured goods account for a high proportion 
of external sales, and the prices for manufactures have 
tended to decline. The rise in import prices is largely a 
result of the higher cost of fuels and intermediate goods. 

The non-petroleum-exporting countries that saw 
improvements in their terms of trade were Bolivia, Chile, 
Peru, Uruguay and Paraguay. These countries baskets 
of exports contain a large proportion of the commodities 
that increased in price during 2003 and 2004. The major 
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current account, although these transfers will not increase 
as much as in 2003. The achievement of a surplus on the 
current account should enable some countries to begin 
reducing their external debt, although the fact that they 
are registering negative external saving figures is striking. 
In other words, in net terms, the region as a whole not 
only is not receiving inflows of external saving —which 
should supplement national investment efforts— but, on 
the contrary, it is using a portion of national saving to 
provide financing for non-residents. 


turnaround in Argentina’s terms of trade is attributable 
more to exports of agricultural commodities than to sales 
of petroleum. Although Brazil also benefited from this 
price increase, its terms of trade deteriorated because 
its exports comprise a relatively large proportion of 
manufactured goods, for which prices declined, and 
because the prices of its imports rose. In Central America 
and the Caribbean, the deterioration of the terms of trade 
did not abate in 2003, as the rise in import prices 
(especially fuel prices) more than offset the slight 
increase in exports prices seen in some countries. 
Mexico, which accounts for a significant proportion of 
the region’s trade and therefore heavily influences 
regional averages, saw an improvement of 1%, thanks 
to its oil exports. 

For 2004, the terms of trade is expected to make a 
stronger recovery (around 3%). All the countries ought 
to see an increase in their export prices, with larger 
increases being registered in those that export 
commodities for which prices continue to rise, as in 
2003. The terms of trade for importers of raw materials 
and fuels will continue to worsen. 


8 The countries that are net exporters of petroleum are Argentina, Colombia, Ecuador, Mexico and Venezuela. 


9 If Mexico is excluded, the net exporters of petroleum registered an improvement of 6.2%. Mexico, which carries a heavy weighting in this 
group, exhibited no more than a modest improvement in its terms of trade. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official 


es. 
? Preliminary figures. 


» Argentina, Colombia, Ecuador, Mexico and Venezuela. 


3. Trade in goods and services 


In mid-2002, Latin America and the Caribbean posted 
a surplus on its merchandise trade balance and then 
continued to do so through April of 2004 (see figure 
11.8). In 2003, this surplus did not result from a 
decrease in imports, as had been the case in 2002, but 
from the fact that the expansion of exports (8.2%) 
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exceeded the rise in imports (3.2%) (see table II.3). 
The region’s non-oil exports climbed by 8.3% during 
the year. The total volume of trade in goods (exports 
plus imports) grew by 5.7%. If Mexico and Venezuela 
—whose performance was weak— are excluded, the 
increase amounted to 12.2%. . 


—— Exports 
—— Imports 
~~t— Nor-petroleum exports 


Total exports 
—6— Imports 
~—é-~ Non-petroleum exports 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official monthly figures. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
2 Rates for 2002.and 2003 are derived from annual balance-of-payments data; rates for 2004 are derived from preliminary monthly figures. 


> January-April 2004 as compared to the same period of the preceding year. 


¢ Figures for 2004 include registered trade only. 


4 |mports for Bolivia and exports and imports for the Dominican Republic have been estimated on the basis of January-March data. 


The growth of exports picked up speed in the second 
half of 2003, and in some months non-oil exports were 


equal to total imports. External sales rose in many of the ° 


countries in 2003, but the increase was particularly 
significant in the case of the MERCOSUR countries, most 
of the Andean Community countries and Chile. The 
growth of exports in these countries is linked to the strong 
expansion of the markets for a relatively small number of 
commodities and is, therefore, very dependent on what 
happens in those markets. In 2003, copper accounted for 
43% of the increase in Chile’s exports, and gold accounted 
for 44% of Peru’s. In Brazil, whose export structure is 
more diversified, 16% of the upswing was attributable to 
soybeans and soy products and 13% to iron and steel 
commodities and semi-manufactures. Primary products 


and manufactured goods of agricultural origin, especially 
soybeans and soy products, accounted for 79% of the 
growth in Argentina’s exports. In contrast, Mexico’s 
export performance was meagre in 2003 (2.5% or, if 
petroleum is excluded, 0%), while most of the countries 
of Central America and the Caribbean strengthened their 
export position in the United States market. 

In most of the countries, the increase in merchandise 
exports in 2003 was due more to growth in the amounts 
exported than to higher prices. However, there were 
notable exceptions —Argentina, Bolivia, Colombia and 
Peru, among others— in which the price factor accounted 
for at least half of the increase (see figure II.9). In 2004, 
higher price increases may be a more significant factor 
for a number of countries. 
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Figure II.9 ee 
LATIN AMERICA AND THE CARIBBEAN: PERCENTAGE CHANGE IN MERCHANDISE 
EXPORTS, F.O.B., BY UNIT PRICE AND VOLUME, 2003 * 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 


In the first four months of 2004, several phenomena 
had a significant impact on regional exports. First, the 
increase in external sales reached record highs in some 
countries, especially in South America. This trend 
reflects the high level of commodities prices existing 
during this period, but it is also partly a statistical effect, 
as price levels in the first part of 2003 were fairly low. 
Both factors could point to a slight slowing of export 
growth in the second part of the year. Second, Mexico’s 
exports rebounded with the increase in activity in the 
United States. This reactivation is attributable to the more 
complex segments of the export sector, since the most 
labour-intensive maquila activities remain depressed. 


Lastly, the exports of some Central American countries 
strengthened, although Costa Rica, El Salvador and the 
Dominican Republic (which is suffering from a major 
electricity supply crisis) turned in weak performances. 
It is estimated that in 2004 the value of the region’s 
exports will rise by around 15% and that 6% of this 
increase will be attributable to higher prices. 

The region’s imports made a recovery in 2003 
relative to the preceding year’s figures, particularly in 
Argentina. In the first four months of 2004, this trend 
has deepened and spread to the other MERCOSUR 
countries and to Ecuador, Mexico and Venezuela. 
However, several countries have not yet regained their 
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previous peak import levels. In others, imports have 
bounced back owing to price rises for basic inputs such 
as petroleum, of which they are net purchasers; this 
situation is affecting the countries of Central America 
and the Caribbean in particular, where it is generating 
inflationary pressure. 

The deficit on the services trade account was smaller 
in 2003 (US$ 13.6 billion versus US$ 14.3 billion in 
2002). The improvement stemmed from a strong rally 
(9.5%) in gross earnings from tourism following the 
decline registered in 2002. The upturn was especially 
noteworthy in some of the Central American and 
Caribbean countries. This result reflected both the higher 
level of earnings in Mexico (which accounts for around 
40% of tourist revenues in the region) and Brazil and 
the recovery made by Argentina. 

The improvement seen in the developed-country 
economies and in countries that are major tourist 
destinations, combined with exchange factors, have 
fuelled this growth pattern, whose presence is confirmed 
by the figures for the first quarter of 2004. At the same 
time, the expansion of merchandise trade in 2003 has 
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“In the last two years, China ha 
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EGanbbean: China’s GDP soared by 
~9.1%:in 2003, thereby holding to th 
~ dynamic growth path associated wit 
_ its recovery from the relative ‘slowdow 
"triggered by the Asian crisis and the 
~ recession in the United States in 200 
In the first quarter of 2004, its growth 
" rate reached 9.8%, obliging the oe 
authorities to take measures to rein in | 
investment in order to counter the risk. 
_ that the country’s fragile banking 
system might be overwhelmed. Unlike ae 
other cases of rapid growth, such as ie 
"those of Japan and the Republic of 
- Korea, China’s recent expansion ee - 
~ taken place within a context of trade — 
- liberalization linked to its entry into the =~ 
‘World Trade Organization (WTO) in. 
_ Jate 2001. In 2003, Chinese exports 
climbed by 34.6%, but its imports 
jumped by 39.9%, and in the first half” 
_ of 2004 import growth far outpaced ~ 
export growth (42.6% versus 35.7%), 


advantage ‘of China 
_it has been focusing on exports ofa a 
“few commodities. The region would 
well advised, however, to utilize its. 
access to this enormous market as 
“feet step towards the sale of higher 
-value- added products. 
As the following table. shows, the 
“structure of China’s foreign trade ha 
~ two facets. Although the country 
achieved a surplus of US$ 25.5 billion 
in 2008, this was accounted for mainl 
by trade with the United States, 
Canada, Europe and Africa. In’ 
contrast, China has a trade deficit with’ 
- the rest of Asia, Latin America and ~~ 
Oceania. It has utilized its low labour 
costs to turn itself into a platform for. 
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been accompanied by an increase in payments (debits 
plus credits) for transport. If Mexico and Venezuela are 
excluded, the increase amounted to 6.5%. In the second 
half of the year, payments under this heading rose 
significantly due to an increase in the volume of trade 
and to a steep rise in freight charges, largely as a result 
of the expansion in trade with China.!° In the early 
months of 2004, freight charges diminished somewhat, 
but they remained very high. 

Intraregional trade (measured by the percentage 
of total exports sold to other countries in the region) 
rose by 13.7% in 2003, after contracting by 9.9% in 
2002. This turnaround was mainly the result of an 
increase in Argentina’s imports from its MERCOSUR 
partners, as well as a slowing of the decline in trade 
within the Andean Community. Mexico and Chile also 
boosted their exports to other countries in the region. 
For the first half of 2004, intraregional trade expanded 
by 25%, with much of this increase taking place in 
MERCOSUR and the Andean Community. Within the 
latter group, imports from Venezuela have shown a 
robust increase.!! 


a countries of the. region. | 


10 By way of example, between December 2002 and December 2003, bulk ocean freight increased = close to 175% (see R. Sanchez, “El 
transporte maritimo y los puertos en América Latina y el Caribe: un andlisis de su desempeno reciente”, Recursos naturales e infraestructura 
series, Santiago, Chile, Economic Commission for Latin America and the Caribbean (ECLAC), 2004. 

11. See ECLAC, Latin America and the Caribbean in the World Economy, 2002-2003 (LC/G.2221-P/I), Santiago, Chile, 2004, in press; and 
“Ryolucién del comercio de América Latina y el Caribe en el primer semestre de 2004”, Santiago, Chile, 2004, unpublished. 
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narrowing ‘of s sovereign aispeait ls an fact. ats premiums 
for the region, which stood at 1 ,300 basis points in 
September 2002, began to decline. steadily late in the year, 
dropping to 500 basis points by January 2004. This trend 
levelled off thereafter, and by June spreads had risen again 
to 600 basis points. This positive trend in spreads was 
especially favourable for sovereign and public enterprise 
bond placements. In 2003, the region issued US$ 30.8 
billion in bonds, mainly to refinance liabilities (see table 
A-17 of the statistical appendix). 
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Net financing from. other multilateral arancanene 


such as the World Bank, was negative (US$ -1.2 billion) © 


in 2003. This figure is consistent with the downward 
trend of recent years in these financial flows -from 
US$ 8.4 billion in 1998 to scarcely US$ 900 million in 


2002-— although until that date the figures had invariably 


been positive. 


Figure 11.10 ~ 
LATIN AMERICA AND THE CARIBBEAN: NET CAPITAL INFLOWS, BY COMPONENT 
(Percentages of GDP at current prices) 


1991 1992 1993 1994 1995 1996 1997 


O Autonomous 4 
Compensatory © 
@ Total 


1998 1999 2000 2001 2002 2008 2004° 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures 
from official sources and the International Monetary Fund (IMF). 

@ Refers to the balances on the capital and financial account (including errors and omissions). 

» Includes loans and use of credit from the International Monetary Fund and exceptional financing. 


° Preliminary estimate. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

Net resource transfer (NRT) equals net capital inflows minus the balance on the income account (net payments of profits and 
interest). Total net capital inflows equal the balance on the capital and financial account, plus errors and omissions, loans 
and use of IMF credit and exceptional financing. Negative figures indicate outward resource transfers. 

> Equals net foreign direct investment (FDI) inflows minus net profit remittances. 

© Equals net inflows of capital other than FD! minus net interest payments. 

4 Preliminary estimate. 
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6. FDI flows 


A gradual yet substantial decline in foreign direct 
investment (FDI) to the region over the past four years 
has eclipsed its earlier dynamism. In 2003, FDI inflows 
totalled US$ 29.2 billion, which was far below the 
average for 1990-2002 (US$ 39 billion) and 26.6% 
lower than in 2002 (see table A-16 in the statistical 
appendix). This downturn in FDI stems from, among 
other factors, a decrease in the acquisition of private 
assets by foreign investors and the fact that, since 2002, 
many countries’ privatization processes have run their 
course. In addition, some transnational groups have 
scaled back their expansion strategies, which, during the 
boom in international mergers and acquisitions, had 
involved the purchase of both public and private firms 
in Latin America. Yet another factor in this downswing 
has been the economic and/or political instability 
existing in some countries. Nevertheless, FDI remains 
the main source of external financing for the region, 
inasmuch as it amounted to 1.8% of GDP in 2003 and 
has been a more stable source than financial flows. 

Net FDI decreased in 13 Latin American and 
Caribbean countries in 2003. Argentina posted net 
outflows of US$ 300 million. In Venezuela, which in 
2002 also had a net outflow, the trend reversed direction. 
In the remaining countries, except for Panama, small 
positive changes were observed. In Brazil, net FDI 
inflows fell from US$ 14.1 billion in 2002 to US$ 9.9 
billion in 2003. In Chile, FDI inflows increased, but they 
still amounted to only 60% of the amount received in 
2001. In Mexico, the level of FDI was lower but 
nonetheless similar to the average for the last five years. 
Ecuador, on the other hand, received an unprecedented 
influx of FDI, most of which was linked to the heavy 
crude oil pipeline (OCP) and other investments in the 
oil sector. 

FDI flows to the larger countries in the Caribbean 
subregion were also lower in 2003 than in 2002, except 
in the case of Barbados. Belize registered a significant 
outflow of capital in 2003 when the authorities made an 
advance payment to purchase a stake in the country’s 
telecommunications company, which, under a prior 
agreement, was resold to private investors in early 2004. 
In Jamaica the pattern of FDI reflected the slackening 
of activity in the telecommunications and financial 
services sectors. In the case of Trinidad and Tobago, 
the completion of several investment projects 
contributed to the drop in FDI inflows. In Barbados, the 
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increase in FDI is accounted for by the government’s 
sale of its holdings in a commercial bank to a private 
firm. 

The outlook for 2004 points to a recovery of FDI 
flows, which are expected to total about US$ 35 billion 
for the year, (up from US$ 30 billion in 2003). This year, 
the largest recipient of FDI will be Mexico, which will 
absorb nearly half of the total. The increased buoyancy 
of the global and regional economies will be a 
contributing factor in this outcome. In the countries 
witnessing an upsurge in FDI (mainly small and 
medium-sized economies), close to 30% of the inflows 
will correspond to the reinvestment of profits. 

The opening months of 2004 have brought a larger 
volume of FDI inflows than was received in the same 
period of 2003, even excluding operations of an 
exceptional nature. In Brazil, between January and June 
2004, FDI inflows totalled US$ 3.2 billion, in 
comparison to US$ 2.8 billion in January-June 2003. In 
Chile, the US$ 1.7 billion received in the first four 
months of 2004 was the largest amount to be received 
in those months since 2001; this upswing was mainly 
attributable to a substantial increase in the reinvestment 
of profits from mining activities, which in turn was 
linked to the rise in copper prices on international 
markets. In Colombia, FDI flows in the first quarter of 
2004 were almost double the amount received in the 
first quarter of 2003. In Mexico, in the same period, 
FDI inflows amounted to US$ 7.4 billion —versus 
US$ 2.65 billion a year ago— and included the acquisition 
of a large stake in Banco Bilbao Vizcaya Argentaria 
(BBVA) - BANCOMER by BBVA (US$ 4.6 billion). In 
Bolivia and Peru, FDI in the first quarter of 2004 totalled 
US$ 35 million and US$ 311 million, respectively, 
which was quite similar to the figures recorded in 2003. 

The dollar-denominated stock index for the region 
has been making a steady recovery since February 2003, 
and by February 2004 it was approaching the level 
reached in June 1997, before the Asian crisis. In 
conjunction with this trend, 2003 brought a reversal of 
the outflow of equity capital seen in 2002, although the 
net inflow amounted to only some US$ 2 billion. Since 
March 2004, however, a resumption of these outflows 
has been prompted by forecasts of rising international 
interest rates; as of June 2004, the Latin American stock 
index had fallen by 8.5%. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the 
basis of information from Merrill Lynch. 


The Governments of Brazil and Mexico and 
corporations in those two countries, which were the 
principal borrowers, were the sources of 63% of these 
bond issues. The remainder was accounted for the 
Governments of Chile, Colombia, Costa Rica, 
Dominican Republic, El Salvador, Guatemala, Peru, 
Trinidad and Tobago, and Venezuela, along with several 
Chilean firms. In most countries, the funds were used to 
refinance approaching maturities, while others used them 
to swap domestic debt for external debt. 


However, since February 2004, the international bond 
market has been losing momentum. Bond placements 
between February and June averaged US$ 1.8 billion per 
month, whereas during the December 2002-January 2004 
boom, the monthly average was US$ 4 billion. One factor 
in this downturn has been uncertainty on the part of 
investors in emerging countries, owing to expectations 
of additional international interest rate hikes in the wake 
of the decision taken in late June by the United States, 
when the Federal funds rate was raised from 1% to 1.25%. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from J.P. Morgan and 
Merrill Lynch. 
@ Sum of the average spread for bonds issues and the yield on long-term United States ‘hipaa bonds. The spread corresponds 
to the estimate of the Latin Eurobond Index (LE}). 
> LEI recalculated with fixed weightings for November 2001. 
° 10-year bonds. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of J.P. Morgan. 


and a 0.6% rise in yields on United States Treasury 
bonds (4.7% at the end of June). The maturities for 
bonds issued in the first quarter were 14 years but 
they shrank to half that figure in the following 


During the first quarter of 2004, the cost of 
external financing in the region hit its lowest rate 
since 1997; 9.4% per annum. However, in the second 
quarter it rose by one percentage point in response 
to a relatively widespread increase in risk premiums quarter. 


rates rise. 


In 12 Latin American and Garibbean countries, the iagesk 


rise in external liabilities was below the regional average. 
In some, however, external commitments climbed 


steeply. This was the case in the Dominican Republic 


(30%), where half of the funds needed to meet 
obligations arising from the fraudulent practices of three 
banks came from government bond issues, and in Bolivia 
(17%), where concessional credits were used to finance 
almost 70% of the fiscal deficit. Costa Rica (12%) and 
EI Salvador (17%) also showed increases owing to the 
expansion of their indebtedness in the form of bonds. In 
half of the Latin American countries —the countries 
whose economies are more open than the regional 
average— the two traditional indicators of the debt burden 
remained within moderate ranges. 

The 8.5% upswing in the region’s exports led to a 
general improvement in the debt burden/exports ratio 
(see figure II.15). In three of the nine most heavily 


Folds’ of Hie i issue in ne bee Phathaajority care a 
impose the terms of a restructuring agreement on all bond 


holders, either before or after default. The Governments 
of Belize, Brazil, Mexico and Uruguay incorporated such 
clauses into their bond contracts in 2003, and CACs were 
also included in sovereign bond issues in Chile and 
Venezuela in early 2004. 

In May 2003, the Government of Uruguay 
successfully negotiated a US$ 3.5 billion sovereign debt 
swap. This operation provides for a five-year extension 
of sovereign bond maturities but maintains the original 
currency of the contract and entails no reduction in 
principal or interest. Credits from multilateral lending 
institutions were not covered under the agreement, and 
the terms and conditions of those loans therefore remain 
unchanged. 


12 See International Monetary Fund (IMF), IMF Survey, Washington, D.C., 2 June 2003. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


* Preliminary estimates. 


Argentina’s external debt grew by 8.5% in 2003, 
mainly because of the accumulation of interest arrears, 
and thus stood at US$ 145.6 billion by year’s end. The 
government, which since late 2001 has maintained a 
unilateral moratorium on payments on its external debt 
with private creditors, has honoured its obligations to 
multilateral creditors. It is also endeavouring to 
restructure its external public debt so as to achieve 


sustainable level of debt servicing in the medium and 


long terms. In September 2003, the government 


announced a debt swap proposal that included 


‘US$ 81.2 billion in bond refinancing and a 75% 


reduction in the face value of debt principal, without 
including any interest arrears. In June 2004, the 
proposal was modified to include interest accumulated 
since December 2001. 
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A. Fiscal policy 


For a number of years now, fiscal policies in the region 


_have focused on deficit reduction. More attention has 


been paid to the high levels of public debt and to short- 
term financing than to the potential of fiscal policy to 
play a countercyclical role (see the descriptions of the 
different countries’ policies in Preliminary Overview of 
the Economies of Latin America and the Caribbean, 
2003). With respect to revenue, the authorities have made 
strenuous efforts to broaden the tax base and curb tax 
evasion (see the box on structural reforms and the 
chapters on the individual countries). In terms of public 
spending cuts, the rigidity of current expenditure has 
led most of the countries to trim spending mainly in the 
area of capital expenditure. This has tended to worsen 
the region’s already chronic infrastructure deficiencies 
and could undermine the economies’ long-term growth 
potential. 

Against this backdrop, the countries’ fiscal accounts 
were significantly healthier in 2003 (see table III.1). This 
recovery is expected to continue in 2004, since the region 
is projected to run an average primary surplus (excluding 
interest on the public debt) of 1% of GDP, an outcome 
that has not been seen for many years. In some countries, 
the positive effects of economic recovery on fiscal 
revenues have been supplemented by active policies for 
improving the medium-term sustainability of the public 


accounts. Figure III.1 shows the countries’ positions in 


terms of their public debt levels and primary balances 


in 2003. It also indicates the fiscal policy stance in cases 


where changes in the primary balance exceeded 1% of 
GDP that year. According to this classification, five 
groups of countries can be identified. 

In the first group (Chile, Guatemala and Mexico), 
public debt has stayed at moderate levels. As explained 
in the section on debt sustainability, levels of less than 
30% of GDP are considered “safe” for emerging 
economies. Chile and Mexico have applied 
countercyclical policies explicitly aimed at strengthening 
fiscal discipline in the current phase of economic revival 
and rebounding export prices. In Chile the higher price 
of copper and the upward revision of GDP growth 
projections have improved the country’s fiscal revenue 
estimates for 2004: a surplus of 1.6% of GDP is expected, 
after five consecutive years of deficits. Most of the 
additional receipts will either be deposited into the 
Copper Stabilization Fund or be used to make 
prepayments on the external debt. Mexico has budgeted 
a public deficit (including the federal government and 
the non-financial para-State administration) of 0.3% of 
GDP for 2004, although its bright economic outlook and 
the large positive gap between the oil price estimated in 
the budget and the actual price could substantially 


dyes “Argen probably exceed its primary surplus 
oa mark a: 2 point, since the , target of 3% of GDP, giving rise to the an ae 
achieved should finally begin to bring public debt levels. -—_—_reduction in the financial transactions tax. 
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E Table IIl.4 
LATIN AMERICA AND THE CARIBBEAN: CENTRAL GOVERNMENT FISCAL INDICATORS @ 
(Percentages of GDP at current prices) 


Primary balance Overall balance Public debt stock © 


Central government Non-financial 
2002 2003° 20049 2002 2003°° 20049 | a ah PRC SECIO“ 
2002 2003° 2003° 


Latin America and 


the Caribbean® -0.3 0.2 1.0 -3.0 -2.7 -1.9 47.1 51.4 56.3 
Argentina’ 1.8 ae 3.0 -0.3 0.3 tkLASe e134 6 137.9 137.9 
Bolivia9 -6.9 -5.1 -3.9 -9.0 -7.7 -6.8 CAE 80.4 90.4 
Brazil" 2E8 2.6 2.5 -0.3 -1.0 -1.0 35.6 36.9. 58.2 
Chile! -0.1 0.7 24 -1.2 -0.4 1.6 owe 15.4 23.2 
Colombiai 14 -0.5 -0.5 -5.0 -4.8 -4.8 44.3 53.7 57.3 
Costa Rica 0.0 1.4 1.0 -4.3 -2.9 -3.3 38.8 38.1 38.1 
Ecuador 2.6 2.2 ess} -0.8 -0.9 -1.8 5 47.7 51.6 
El Salvador -1.6 -0.4 a -3.1 -2.3 Re, 36.0 38.0 41.3 
Guatemala 0.3 “1.1 -2.3 -1.0 -2.3 -3.9 16.4 18.3 19.3 
Haiti -2.7 -2.7 aes -2.5 -2.7 a 46.9 56.2 62.3 
Honduras’ -3.3 -4.0 -1.5 -5.2 -5.9 -2.9 70.9 70.3 70.3 
Mexico! 1.7 2.2 Poi -1.2 -0.6 -0.3 B25 23.8 BART 
Nicaragua 1.6 3.0 0.9 -4.4 -2.1 -1.2 188.8 188.3 es 
Panama 2.2 1.9 ist -1.9 -2.5 -2.0 seh Se 74.8 
Paraguay™ -1.7 0.9 WS) -3.1 -0.4 0.2 37.4 39.7 42.7 
Peru -0.2 0.2 0.7 -2.1 -1.8 -1.4 47.0 47.5 47.5 
Dominican Republic -1.4 -2.0 PAS) -2.7 -3.8 ~ 0.7 21.0 33.3 33.3 
Uruguay -0.6 deal oe -4.7 -4.6 -3.4 OM 94.3 100.3 
Venezuela 1.0 1.9 3.0 -3.5 -4.1 -3.0 34.0 43.2 43.2 


TF 75 LEM aR LES ee neem te ee ee Eee ES 

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

* Including social security. » As at 31 December of each year, using the average exchange rate in the case of external debt. The figures represent the 
public debt of the central government, except in the cases of Bolivia, Panama and the Dominican Republic, whose debt figures correspond to the non- 
financial public sector. Paraguay’s public debt figure includes external debt only. °Preliminary estimates. 4 Official targets. For Argentina, estimated 
on the basis of official data. °Simple average. ‘National administration. $General government. "Federal government. Corresponds to the operating 
surplus/deficit. 'Calculated using the new methodology (accrual basis). / National central government. The balances do not include adjustments for 


accruals, floating debt or the cost of financial restructuring. ‘ Overall balance calculated “below the line” (financing). 'Public sector. ™ Central 
administration. 


— : Primary balance 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the 


basis of official figures. 


Note: The arrows indicate the movement from the position in 2002 to the position in 2003 
for countries whose primary balance changed by more than one percentage point of 


Uruguay). 
2 Preliminary figures. 


Brazil will maintain its primary fiscal surplus target 
at 4.25% of GDP for the next three years under its draft 
law on budget guidelines (LDO 2005). The authorities 
have programmed primary balances of 2.45% of GDP 
for the federal government and social security, 0.7% for 
State-owned enterprises and 1.1% for subnational 
entities. In setting the surplus target, the government 
decided not to include a countercyclical mechanism on 
the grounds that, as this possibility was still under 
discussion, the problems it could entail might outweigh 
its benefits. Liabilities are expected to trend downward; 
the non-financial public sector’s consolidated debt 
should subside from 57.2% of GDP in 2005 to 53.4% in 
2007. The slowness of this decline, in a context of 
economic recovery and lower interest rates, is due to 
the government’s gradual assumption of liabilities 
(“skeletons”) originating in the housing finance system 
and in other adjustments dating back to the early 1990s. 
The budgeted levels of debt to be thus assumed amount 
to some 0.8% of GDP per year. 


we GDP (Bolivia, Costa Rica, El Salvador, Guatemala, Nicaragua, Paraguay and 


In Ecuador the central government’s statutory 
primary spending target provides for a real increase of 
3.5% per year starting in 2002. Moreover, the country is 
implementing an ongoing debt reduction policy aimed 
at bringing the public debt down to 40% of GDP. The 
additional petroleum revenues generated by higher-than- 
budgeted international prices will be used to finance the 
stabilization, social and productive investment and debt 
reduction fund (FEIREP); 70% of the fund’s resources 
will be used to buy back external and domestic public 
debt at market prices and to pay off liabilities of the 
Ecuadorian Social Security Institute, 20% will be used 
to stabilize future revenues and the remaining 10% will 
be earmarked for education and health programmes. 

The countries in the third group (Bolivia, Costa 
Rica, El Salvador, Nicaragua, Paraguay and Uruguay) 
had to make sharp adjustments in 2003 that enabled them 
to improve their primary balances by more than 1% of 
GDP. These countries’ fiscal policies have actively 
sought to set the public deficit on a sustainable course. 
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Bolivia’s deficit was equivalent to 7.1% of GDP at the 
end of 2003; the social security deficit alone amounted 
to nearly 5%. The target is to reduce the overall deficit 
to 6.8% of GDP in 2004 and to 4% in 2007. The 
Hydrocarbons Act was amended and a new tax structure 
was put in place for oil companies, with the imposition 
of an 18% royalty and a complementary progressive tax 
up to a ceiling of 32%. In addition, a temporary tax on 
personal net worth will be levied at a rate of 1.5% per 
year. Lastly, the financial transactions tax will be set at 
0.3% for the first year and 0.25% for the second. This 
tax will apply to all financial-system entities except 
savings banks, in the case of personal transactions in 
local currency or small amounts of foreign currency. 

Paraguay’s new administration has taken steps to 
tackle two main challenges: reaching an agreement with 
IMF to address the fragile situation of public finances 
and implementing a tax reform, since the country’s tax 
burden is one of the lowest in the region (9.7% of GDP). 
The key measures included in Paraguay’s letter of intent 
with IMF are a package of spending cuts and an increase 
in tax receipts, aimed at generating an overall surplus of 
0.2% in 2004. The fiscal programme provides for the 
avoidance of further debt-servicing arrears and for the 
renegotiation, through the Paris Club, of outstanding 
bilateral commitments. The growth of the public debt 
stock has sped up considerably in recent years, moving 
from less than 20% of GDP in 1997 to almost 50% in 
2003; it is hoped that the new measures will set the level 
of debt on a downward path in the coming years. The 
increase in tax collection gained momentum in 2004, 
primarily because of better controls and additional 
revenues from the higher rate of excise tax on diesel 
fuel and a new tax on documents for soybean exports. 

Uruguay expects to achieve a primary surplus of 
3.2% of GDP in 2004; the agreed primary surplus target 
for 2005 is 4%. The authorities have undertaken to put 
before the Congress a tax reform proposal aimed at 
enhancing the tax system’s efficiency, eliminating certain 
taxes (for example, low-income individuals would no 
longer pay personal income tax) and broadening the tax 
base for the value added tax (VAT) and the corporate 
income tax. 

In the-fourth group of countries (Colombia and 
Peru), adjustments have been smaller but are still 
sufficient to improve medium-term sustainability 
prospects. At the end of 2003 Colombia adopted a tax 
package that should boost revenues by 0.5% of GDP. 
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Chief among the measures that entered into force in 
January 2004 are an increase in the financial transactions 
tax (from 0.3% to 0.4%), the establishment of a 0.3% 
tax on personal net worth, a 2% VAT rebate on purchases 
made with credit or debit cards, the strengthening of the 
tax administration and stiffer penalties for tax evasion. 
The authorities expect to adopt other draft laws to 
simplify the tax system, broaden the VAT base and 
eliminate preferential treatment. The government is 
projecting that the non-financial public sector’s primary 
surplus will reach 3% of GDP in 2005, and it has 
undertaken to reduce the public debt to between 40% 
and 45% of GDP by 2010. It attaches great importance 
to the submission to Congress of a social security reform 
to raise the retirement age and eliminate special regimes. 

Peru’s Fiscal Prudence and Transparency Act, which 
was amended in 2003, has enabled the authorities to 
balance the public accounts. They are predicting a 
medium-term deficit of less than 1% of GDP and a 
downward trend in the debt-to-GDP ratio. With respect 
to the central government’s revenues, tax receipts have 
been on the rise for more than 20 consecutive months. 
In March the authorities began to implement a new 
financial transactions tax, which dominated the tax 
debate in 2003. According to preliminary estimates, this 
tax will raise the country’s fiscal revenues by an 
additional 3.5% per month. 

Lastly, in the fifth group (the Dominican Republic, 
Haiti and Honduras), the primary balance, which had 
already been negative the preceding year, became still 
worse in 2003. In the Dominican Republic the cost of 
bailing out several banks and the resulting macroeconomic 
situation adversely affected public finances: the central 
government’s fiscal balance in 2003 was -3.8% of GDP 
and the external public debt stock stood at 40% of GDP. 
To help reverse the downturn in fiscal revenues, the 
authorities established export taxes, temporary import 
surcharges and increases in excise taxes on tobacco and 
alcoholic beverages. Their aim is to achieve a surplus of 
0.7% of GDP in 2004. The new programme agreed upon 
with IMF envisages a tax reform in the second half of the 
year and sharp cutbacks in the government’s current 
expenditure. The tax reform should include the 
elimination of gas and electricity subsidies for large-scale 
consumers, an increase in income tax rates and the 
elimination of exemptions. The authorities have 
undertaken to strengthen tax administration by creating 
an autonomous collection entity. 
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_ Privatizations/ Nicaragua: Nationalization of the Nicaraguan Telecommunicatio 
‘nationalizations Dominican Republic: Nationalization of two electric power distributors. 
Peru: Sale of the remaining shares of the L 


" Fiscal solvency Ecuador: Basic Law on Fiscal Responsibil 


_ Transparency 
Pesta 2001, ara Mees heettie of tax eenditte 
‘Costa Rica: Financial and Public Budget Administration Acti intr oduc ig the 
the National Treasury). 
Guatemala: Procurement by any State institution must be published on the ene The Integrated Financial ae) 
_ Administration System (SIAF) will be implemented in municipalities to link them to the central administration ih 
_of the Ministry of Finance and enhance the oversight of budget execution. 
Nicaragua: Implementation of the government procurement and contract award system to strengthen 
internal oversight in institutions, and introduction of a single account for econ all income. 
Peru: Incorporation of local governments into fiscal transparency measures, 
rie ee _ Uruguay: Inclusion in the IMF Special Data Dissemination Standard (SDDS) system ith 
Bank bailouts Dominican Republic: The cost of the financial bailout of two banks in pDecenper 2003 was equa to” 
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Although debt-to-GDP ratios —which are usually gt borrowing capa ity : sub 1a 
an indicator of the public sector’s long-term solvency— governments and public enterprises in recent years.” 
: Figure III.2 : 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
“Simple average; excludes Nicaragua’s public debt. 
> Preliminary figures. > 


1 R. Martner and V. Tromben, “La sostenibilidad de la deuda publica: el efecto bola de nieve y el pecado original” 
No. 46 (LC/L.2150-P), Santiago, Chile, Economic Commission for Latin America and the Caribbean (ECLAC), 2004. 


, Gestion publica series, 


2 According to International Monetary Fund (IMF) estimates, public debt averages nearly 70% of GDP in the emerging economies of Asia, 
90% in those of Africa and the Middle East and 55% in countries with economies in transition. See International Monetary Fund, “Public 


debt in emerging markets: is it too high?”, World Economic Outlook, Washington, D.C., September 2003. 
3 This development reflects the impact of IMF-supported programmes, 
coverage is broad enough to include public enterprises. On this subj 


which generally set public surplus/deficit and debt targets whose 
ect, see Ricardo Martner, “Reglas macrofiscales, sostenibilidad y 


procedimientos presupuestarios”, Seminarios y conferencias series, No. 28 (LC/L.1948-P), Santiago, Chile, Economic Commission for 


Latin America and the Caribbean (ECLAC), August 2003. 
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yn should be made of the Saint 
and Uruguay’s debt-to-GDP ratios in 
2, after their currencies were devalued. In 
eae where the currency-board regime had 
artificially reduced the weight of public debt in relation 
to GDP, this ratio nearly tripled beginning in 2002, in 
the wake of the currency devaluation and a rapidly 


deepening economic recession. It could be argued, 


however, that the equilibrium exchange rate should be 
lower than the rate posted in 2002. The opposite situation 
can be observed in Ecuador, where the persistence of 
inflation in a dollarized economy has caused the real 
exchange rate to appreciate and has thus resulted in a 
relatively lighter public debt burden. 

The International Monetary Fund and World Bank 
“Guidelines for Public Debt Management” provide that 
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Public debt Pr et has been a matter ee 
constant concern to the Latin American and Caribbean 
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countries since the crisis of the 1980s, yet the measurement 


of public debt is still problematic owing to difficulties in 


terms of definition and coverage. In fact, international 
lending institutions and risk-rating agencies may be said 
to show a systematic bias, since their assessments always 
use the highest figure, which may be misleading in some 
cases.° In the absence of a consistent methodology that 
fully accounts for all assets and liabilities, the best 
approach is to use, for purposes of comparison, the figure 
for the consolidated gross public debt of the general 
government, which excludes the central bank and public 
enterprises. Debt that arises from quasi-fiscal operations 
and contingent liabilities that are very likely to be incurred 
should be recorded separately.® 


4 Upto 30% of Brazil’s domestic debt was indexed to the exchange rate in 2002. This figure has fallen to less than 10% in 2004 as a result 
of an explicit policy of increasing the proportion of debt indexed to domestic inflation. 


5 For example, in Brazil, the public sector’s unconsolidated de 
just over 50% of GDP. 


bt represented over 70% of GDP in 2002, whereas its consolidated debt was 


6 See International Monetary Fund (IMF), Government Finance Statistics Manual, Washington, D.C., Statistics Department, 2001. 
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The figure shows that there is a significant 
negative difference between the two values, except 
in the cases of Chile, the Dominican Republic, 
Mexico and Panama. The distance from the straight 
line in the figure, which represents the point of 
convergence, averaged more than six percentage 


Saar Effective primary balance 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), 
on the basis of official figures. ~ 


points of GDP in the case of Colombia and more than 
three points in the cases of Argentina, Bolivia, 
Uruguay and Venezuela. The methodology outlined 
below quantifies the primary balance required to 
stabilize the public debt as a policy variable isolated 
from the macroeconomic context. 


The problem with indicators of this type is that they 
do not take into account the wealth effects resulting from 
changes in relative prices, among other factors. To 
illustrate the importance of exogenous variables in public 
debt dynamics, the following definition may be set forth: 


D,=D,, - GB, SF, (1) 


where D is.the public debt expressed in local currency, 
GB is the government’s overall balance, SF is the 


stock-flow adjustment, which ensures consistency 
between net borrowing and changes in the public debt 
stock, and subindex ¢ corresponds to the current year./ 
The stock-flow adjustment includes multiple 
variables, such as changes in the public debt 
attributable to exchange-rate fluctuations in the local 
currency and in the currencies in which the public 
debt is denominated, the government’s assumption of 
debts in the rest of the economy and other statistical 
discrepancies.® 


An application of this methodology to the European countries can be found in European Commission, General Government Data [online], 


Directorate General for Economic and Financial Affairs, 2 
general_government_data/government_data_en.htm). 


003 (http://europa.eu.int/comm/economy_finance/indicators/ 


These factors include the assumption of responsibility for the payment of social security benefits. Financial-system bailouts are another 


recent phenomenon that has had a considerable impact on public fi 


nances. 
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Maximum 
. snowball 
effect 
Latin American and Caribbean countries 41 
Argentina 8.8 (2002) 
Bolivia 1.5 (2001) 
Brazil 5.2 (1999) 
Chile 0.5 (1999) 
Colombia 4.3 (1999) 
Costa Rica 4.4 (1996) 
Ecuador 12.2 (1999) 
_ El Salvador ‘ 0.9 (1996) 
Guatemala 1.0 (2001) 
Haiti 0.8 (2002) 
Honduras 5.7 (1994) 
Mexico 5.5 (1995) 
Panama 3.9 (2001) 
Paraguay 1.4 (2002) 
Peru 4.7 (1992) 
Dominican Republic 0.4 (2002) 
Uruguay 4.7 (2002) 
Venezuela 7.7 (2002) 
European countries 3.8 
Belgium 7.2 (1993) 
Denmark 6.4 (1993) 
Germany 2.7 (1996) 
Greece 2.8 (1993) 
Spain 1.7 (1996) 
France 3.0 (1993) 
Ireland 1.1 (1992) 
Italy 9.9 (1993) 
Luxembourg 0.2 (2002) 
Netherlands 4.3 (1993) 
Austria 2.5 (1993) 
Portugal 5.1 (1993) 
Finland 3.9 (1993) 
Sweden 4.7 (1996) 
United Kingdom 1.7 (1992) 


was associated 
72.8% of GDP. 
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Source: European Commission, General Government Data [online], Directorate General for Economic and Financial Affairs, 2003 (http://europa.eu.int/ 


comm/economy_finance/indicators/general_government_data/government_data_en.htm), and ECLAC. 
spe ee ee 
9 The “implicit” interest rate should be understood as an approximation of the real interest rate paid by the country. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), 
on the basis of official figures. 
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reduce the country’s debt-to-GDP ratio. 


In group B, the figure shows that public debt 
declined in Ecuador, Mexico and the Dominican 
Republic, while the debt-to-GDP ratio stayed relatively 
constant in the other countries. In El Salvador there was 
a pronounced positive valuation adjustment attributable 
to the recent dollarization process. Ecuador had to 
accumulate a primary surplus of nearly 17% of GDP to 
reduce its public debt by 5% of GDP. As in El Salvador, 
dollarization produced a positive valuation adjustment 
in the country’s debt. In the Dominican Republic the 
decline in public debt as a percentage of GDP was 
reversed by the financial-system crisis of 2003. The 
public debt stock exceeded 33% of GDP in 2003, 
whereas it had stood at 21% the year before. In Mexico 
and Panama the fiscal authorities managed to neutralize 
the impact of the snowball effect by generating primary 
surpluses. Remarkably, this effect is completely absent 
in Chile, which has kept its public debt and interest rate 
levels very low. 

The snowball effect was far less evident in the 
countries in group C, except Costa Rica. In Bolivia, 
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(c) “The factors underlying scl crises Weer 


One way to assess fiscal sustainability eee 
country’s likelihood of suffering a debt crisis. According 
to Manasse, Roubini and Schimmelpfennig,!° a country is 
deemed to be in a sovereign debt crisis if it is classified as 
being in default by Standard & Pootr’s or if it has received 
a disbursement representing more than 100% of its quota 
in the first year of an agreement with IMF. In a sample of 
12 Latin American countries it was found that 25 episodes 
of debt crisis had occurred between 1970 and 2002. Table 
III.5 shows the average values of some of the variables 
used in the estimates for the period 1980-2002. 

In the 1990s average total public debt was equivalent 
to 47.5% of GDP at times of crisis and 30.8% in 
“normal” circumstances; when the analysis is limited to 
external public debt, the percentages are 42.1% and 
25.4%, respectively. These figures seem to back up 
recommendations that public debt should be kept in the 
range of 25% to 30% of GDP." It should be noted, 
however, that this reasoning is valid only if external 
conditions are projected to be as unfavourable as they 
have been for the past two decades. 


10 P. Manasse, N. Roubini and A. Schimmelpfennig, “Predicting sovereign debt crises”, IMF Working Papers, No. 221, Washington, D.C., 


Fiscal Affairs Department, 2003. 


11 A number of recent articles reach similar conclusions; see, for example, C. Reinhart, K. Rogoff and M. Savastano, “Debt intolerance”, 
NBER Working Papers, No. 9908, August 2003, and M. Goldstein, “Debt sustainability, Brazil and the IMF”, Working Papers, No. 03-1, 


Washington, D.C., Institute for International Economics, 2003. 
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coe Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. ace 


Liquidity variables such as short-term external public 
debt, the current account balance and net foreign direct 
investment flows, measured as percentages of GDP, 
changed significantly when the countries were in crisis 
situations. For example, the financial account balance was 
3.7% of GDP in “normal” periods and -1.8% of GDP at 
times of crisis.!” 

With regard to fiscal variables, both interest 
payments and short-term debt were higher in periods of 
crisis. This is probably due to endogenous factors, since 
maturities tend to be shorter and interest rates higher 
when payment difficulties are expected. The primary 
balance was also higher in these periods, reflecting 
(procyclical) adjustment efforts on the part of the Latin 
American governments. 


(d) Proposals for ensuring medium-term sustainability 


Although many countries made strenuous attempts 
to reduce their debt in the early 1990s, the combination 
of high interest rates (attributable in large part to 
turbulence in credit markets and the procyclical bias of 
country-risk-rating agencies), devaluation (in cases 
where public debt had a significant external component) 
and bouts of recession have had devastating effects on 
public finances. In several countries the fiscal budget 
has been overwhelmed by explosive growth in the public 


debt. Owing to the snowball effect, in these 
circumstances a growing proportion of fiscal revenue is 
absorbed by debt servicing. 

In addition to Argentina’s default and Uruguay’s 
restructuring of its external public debt, there have been 
many other cases of serious liquidity problems in recent 
years, to the point where no sovereign bonds were issued 
by the region’s countries for much of 2002. It may be 
asked whether this situation was foreseeable. The answer 
is probably yes, since in most cases public. finances 
became very vulnerable to cyclical factors owing to the 
combination of voluminous short-term external 
borrowing and fixed or overvalued exchange rates, 
together with greater international volatility. Clearly, the 
assessment of debt sustainability cannot be dissociated 
from a country’s capacity to generate foreign exchange 
or from the soundness of its exchange-rate regime. 

In the light of recent events, IMF has given high 
priority to the issue of debt sustainability and has carried 
out a number of studies on the subject.!? One 
controversial conclusion referred to earlier in this report 
is that, to be sustainable, public debt should not exceed 
25% of GDP in emerging economies. According to this 
criterion, most of the Latin American countries fall into 
the “unsustainable” category and should generate large 
primary surpluses in the coming years to absorb their 
excessive public debt. 


12 The financial account is one of the five components of the balance of payments, and refers to financial assets and liabilities: direct, 


portfolio and other investment. 


13 See International Monetary Fund (IMF), “Public debt in emerging markets: is it too high?”, World Economic Outlook, Washington, D.C., 


September 2003. 
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Country case studies are considerably more 
circumspect, since they pay more attention to structural 
issues in assessing debt sustainability.'4 External and 
fiscal sustainability assessments are probabilistic by 
nature,'> as public debt dynamics depend on uncertain 
macroeconomic and fiscal developments and on future 
movements in public asset and liability prices. Thus, 
sustainability assessments should be viewed as analyses 
of the probability that debt dynamics will become 
unstable. The models used by IMF can provide upper- 
bound estimates of the likely evolution of the debt stock, 
but cannot indicate what level of debt is too high. This 
much more flexible approach avoids drawing general 
conclusions as to the optimum level of public debt. 

Of course, the countries should adopt prudent 
policies aimed at guaranteeing that fiscal policy has a 
stabilizing effect on the business cycle.'° This highlights 
the need for macro-fiscal rules designed to strengthen 
the medium-term sustainability of public accounts 
through mechanisms for appropriately internalizing 
positive and negative externalities such as 
macroeconomic and terms-of-trade cycles. 

Still another means of achieving this goal is to pay 
special attention to the volatility component of debt 
dynamics. Unquestionably, international macroeconomic 
and financial stability is a global public good that yields 
positive outcomes for all stakeholders. Accordingly, 
ECLAC has supported proposals to establish a new 
international financial architecture.!’ In this connection, 
IMF should play a key role in ensuring macroeconomic 
coordination among the principal economies as a means 
of minimizing nominal and real volatility in developed- 
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country currencies, since emerging economies are very 
vulnerable to these fluctuations.!8 Moreover, IMF should 
redouble its efforts to monitor developments in financial 
markets and to prepare vulnerability or early-warning 
indicators through the mechanisms provided for in article 
IV of its Articles of Agreement. The institutional 
framework should include minimum standards for the 
prudential supervision and regulation of financial 
systems and for the provision of the information required 
by financial markets. !? 

As proposed by Eichengreen and others (2002),”° 
one way to solve the problem of “original sin” is for 
international financial institutions to issue debt in a new 
unit of account: an index of a basket of developing-country 
currencies.?! These institutions would extend loans in the 
new unit of account or, alternatively, in each country’s 
currency in proportion to its share of the basket. Thus, 
international financial institutions would serve as 
intermediaries in the process of issuing sovereign bonds in 
local currency. This would eliminate the effects of currency 
mismatches generated by loans, which would become a 
solution instead of an additional source of imbalance. 

Some of the proposals put forward are aimed at 
ensuring debt sustainability by reducing the impact of 
the snowball effect on public finances. Since most debt 
crises are generated by a slowdown in economic growth, 
countries could protect themselves by issuing bonds 
indexed to GDP growth.” This mechanism would help 
reduce the procyclical bias of fiscal policy, since interest 
payments would go down in bust periods and go up in 
boom periods, thereby keeping public debt on a 
sustainable path. 
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See International Monetary Fund (IMB), “Sustainability Assesments-Review of Application and Methodological Refinements”, Washington, 
D.C., June 2003. 

Teresa Ter Minassian, “Assessing fiscal sustainability”, opening address given at the seventeenth Regional Seminar on Fiscal Policy, 
Santiago, Chile, Economic Commission for Latin America and the Caribbean (ECLAC), 2004. 

Empirical data amply demonstrate the procyclical bias of fiscal policy in the 1990s. For a recent assessment focusing on the Latin 
American countries, see, for example, Miguel Braun and Luciano Di Grescia, “Toward effective social insurance in Latin America: the 
importance of countercyclical fiscal policy”, JADB Working Papers, No. 487, Washington, D.C., 2003, and Ricardo Martner and Varinia 
Tromben, “Tax reforms and fiscal stabilisation in Latin America”, Tax Policy, Banca d'Italia, paper presented at the fifth workshop on 
public finance, Perugia, 3-5 April 2003. 

See Juan Martin and José Antonio Ocampo (eds.), Globalization and Development: A Latin American and Caribbean Perspective, Palo 
Alto, California, Stanford University Press, 2003. 

See, for example, Economic Commission for Latin America and the Caribbean (ECLAC), Growth with Stability. Financing for Development 
in the New International Context (LC/G.2171-P), Santiago, Chile, March 2002. United Nations publication, Sales No. E.02.11.G.20. 
Since 1998 IMF has made considerable efforts in this regard through its General Data Dissemination System. 

B. Eichengreen, R. Haussman and U. Panizza, “Original Sin: The Pain, the Mystery and the Road to Redemption”, paper presented at the 
seminar “Currency and Maturity Matchmaking: Redeeming Debt from Original Sin”, Washington, D.C., Inter-American Development 
Bank (IDB), 21 November 2002. ‘Gente 
The term “original sin” was coined by B. Eichengreen and R. Haussman in “Exchange rates and financial fragility”, NBER Workens 
Papers, No. 7418, November 1999, and refers to the fact that countries with emerging economies cannot borrow abroad in their own 
currencies or obtain long-term loans, even in the domestic market. 
Eduardo Borensztein and Paolo Mauro, “Reviving the case for GDP-indexed bonds”, IMF Policy Discussion Papers, No. 02/10, Washington, 
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Generally speaking, a combined approach of 
systematically generating primary surpluses, instituting 
self-insurance mechanisms (such as stabilization funds 
or schemes for the prepayment of debt in boom periods 
or the reduction of interest rates) and improving 
financing conditions seems to be the most promising 
way to make public debt more sustainable.” 

Considering the devastating effects of debt dynamics 
during recessions, it is clear that, in addition to domestic 
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efforts to generate consistent primary surpluses, 
substantive support from international financial 
institutions is needed. This support should be geared to 
lowering the cost of financing for middle-income 
countries, easing conditionalities where appropriate, 
instituting orderly procedures for restructuring external 
debt and promoting mechanisms for encouraging the 
issuance of sovereign bonds indexed to a currency basket 
or to the countries’ capacity to pay. 
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B. Exchange-rate policy 
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1. Regional overview and trends by geographical area 


Between December 2002 and December 2003 the Latin 
American and Caribbean countries’ currencies 
appreciated against the dollar by an average of 4.9% in 
real terms. However, this figure masks a wide variety of 
exchange-rate movements in the different subregions. 
First, the South American currencies gained in 
value against the dollar, as shown in figure III.5. After 
depreciating sharply in real terms in 2002, the 
currencies of all the South American countries except 
Bolivia appreciated in real terms between December 
2002 and December 2003, particularly in the cases of 
Brazil (24.9%), Paraguay (19.4%), Argentina (15.3%) 
and Chile (13.7%). As a result, over that period the 
average real appreciation against the dollar was 8.9% 
in this subregion. However, the relative contributions 
of the exchange-rate effect (nominal appreciation) and 
the inflation effect (inflation differential) to real 
appreciation were not the same in all the South 
American countries. Nominal appreciation was the 
predominant factor in Brazil, Argentina and Chile, 
whereas a widening of the inflation differential vis-a- 
vis the United States caused the real appreciation in 
Colombia and Venezuela, among other countries. 
Meanwhile, as the euro experienced a significant real 
appreciation against the dollar between December 2002 
and December 2003 (see below), the South American 


currencies depreciated against the euro by 10.3% in 
real terms over that period. At the same time, the 
subregion’s real effective exchange rate depreciated by 
2.6%, as shown in figure III.6. 

The movements observed in the subregion’s real 
exchange rates reflected two key factors: a significant 
improvement in the external sector with respect to the 
situation in 2002 and brighter growth or recovery 
prospects for certain countries, especially those that were 
emerging from crises suffered in 2002 (Argentina and 
Uruguay). For Brazil, another decisive element was the 
incoming administration’s macroeconomic policy, which, 
in 2003, led to a dramatic decline in country risk, measured 
in terms of interest-rate spreads on sovereign external debt 
bonds in relation to United States Treasury bonds. 

Second, the average of the Central American 
currencies’ movements against the dollar showed a slight 
real depreciation (0.5%). El Salvador’s currency 
appreciated somewhat in 2003, but all the other Central 
American currencies depreciated against the dollar in 
real terms, in a context of limited inflation. Moreover, 
the currencies of all the non-dollarized economies in 
the subregion posted a nominal depreciation as well. The 
Mexican peso suffered a sharper real depreciation (8.1%) 
that contrasted with the real appreciation it had shown 
between 1995 and 2002. 


23. Documents available on the IMF web site reflect the wide-ranging debate that took place in 2002 and 2003 on structural conditionality 


and sovereign debt restructuring mechanisms. 
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Figure 11.6. 
LATIN AMERICA AND THE CARIBBEAN: REAL EFFECTIVE EXCHANGE RATES 
(Index: 2000=100) 
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Third, exchange-rate patterns in the Caribbean 
countries were uneven: while the problems besetting 
Jamaica and the Dominican Republic triggered a 
considerable real depreciation of their currencies against 
the dollar, Trinidad and Tobago and Haiti saw their 
currencies appreciate in real terms. In the Dominican 
Republic the failure of the Banco Intercontinental 
(BANINTER) and the authorities’ consequent injections 
of liquidity into the economy caused a rapid rise in 
inflation and a sharp depreciation of the Dominican peso. 
Conversely, in Trinidad and Tobago, capital inflows in 
the form of foreign direct investment in the energy sector 
continued to foster the local currency’s nominal 
appreciation. 

In the region as a whole, an upturn in the-terms of 
trade and an increase in commodity exports brought about 
a widespread improvement in current account balances 
in 2003. Of the 12 countries whose current accounts grew 
healthier, two ran a bigger surplus (Paraguay and 
Venezuela), three went from a deficit to a surplus (Bolivia, 
Brazil and the Dominican Republic) and the other seven 
posted a smaller current account deficit(Chile, Colombia, 
Ecuador, Guatemala, Mexico, Nicaragua and Peru). In 
Chile, among other countries, expectations concerning 
commodity export prices strongly influenced the exchange 
rate’s movements against the dollar. 

These patterns changed somewhat between 
December 2003 and May 2004: on average, the Latin 
American and Caribbean currencies experienced a slight 
real depreciation against the dollar (1.2%) and a slight 
real appreciation against the euro (2.2%), while the 
region’s average real effective exchange rate held steady. 
In South America exchange rates have behaved very 
differently in the different countries. On average, the 
subregion’s currencies exhibited a real depreciation of 
1.9% against the dollar. This result is largely attributable 
to the Venezuelan currency’s real devaluation of 12.9% 
(which accounts for 60% of the average depreciation 
for the entire subregion). Only three other countries 
—Brazil, Chile and Colombia— witnessed real exchange- 
rate movements of over 3% in relation to the dollar, for 
different reasons. Real exchange rates in the other 
countries of the subregion remained more or less 
unchanged-from their December 2003 levels. Over that 
same period the South American currencies appreciated 
by an average of 1.6% against the euro in real terms. 

Brazil’s currency remained relatively stable in real 
terms up until April 2004, when the prospect of interest- 
rate hikes in the United States and delays in obtaining 
legislative approval for the administration’s proposals 
led to a depreciation, despite the economy’s 
unprecedented trade surpluses and improved growth 
outlook. The price of the real is particularly vulnerable 
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to external conditions, mainly because of the country’s 
high level of debt. Nonetheless, the administration’s 
fiscal policy continues to generate surpluses, in line with 
the targets agreed upon with the International Monetary 
Fund (IMF). In May 2004 Brazil’s real effective 
exchange rate was 72.7% higher than the average posted 
between January 1992 and December 1998. 

The Chilean peso appreciated sharply in nominal 
terms between August 2003 and January 2004 as a result 
of much higher copper prices and better economic 
prospects, but began to depreciate against the dollar 
when the United States seemed poised to raise interest 
rates and the Chinese authorities were preparing to cool 
down their country’s overheated economy by taking 
policy measures whose effects would dampen the 
demand for copper. High oil prices also contributed to 
the depreciation. These circumstances, in a low-inflation 
environment, reduced the peso’s real value in relation 
to the dollar by 7.2% between December 2003 and May 
2004. Chile’s promising. growth outlook for 2004, 
however, will probably limit any further depreciation in 
its currency by making investors more willing to acquire 
peso-denominated assets. In May 2004 the real effective 
exchange rate was 13.6% higher than its average level 
in the period January 1992—December 1998. 

The Colombian peso’s value went up in nominal 
terms between October 2003 and April 2004, despite 
the monetary authority’s efforts to build up reserves and 
the central bank’s interest rate cuts. As in Brazil and 
other countries, however, expectations of higher United 
States interest rates have resulted in a nominal 
depreciation of the local currency since April 2004, 
notwithstanding the Colombian economy’s sound 
fundamentals and the favourable external environment. 

Exchange-rate movements in Central America have 
been limited in 2004, as they were in 2003. On average, 
the subregion’s currencies appreciated slightly against 
the dollar in real. terms (0.2%). Real exchange-rate 
appreciation in El Salvador (1.3% between December 
2003 and May 2004) reflected the fact that inflation was 
higher in that country than in the United States, primarily 
because of the rise in oil prices. The real appreciation in 
Guatemala over the same period (2.1%) resulted from 
the nominal appreciation of the quetzal in response to 
increased inflows of short-term capital and remittances, 
as well as the alleviation of uncertainty once the 
presidential elections were over. 

In Mexico the peso continued to depreciate against 
the dollar in real terms for the first five months of 2004 
(3.3%). Given the favourable context of abundant capital 
inflows, the economic recovery in the United States and 
high oil prices, this loss of value may be due to the 
sluggishness of reform efforts (especially in the energ 
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_ sector), which has made local-currency-denominated 
assets less attractive, and to the prospect of further 
interest-rate increases in the United States. 

Except in Haiti, exchange-rate movements in the 
Caribbean have been far less volatile than they were in 
2003. The most notable cases within this subregion are 
those of Jamaica, whose currency has held steady against 
the United States dollar thus far in 2004, and the 
Dominican Republic, where positive signs have begun 
to emerge. 

Despite the appreciation of the South American 
countries’ currencies in 2003, in all the countries except 
Ecuador and Venezuela real exchange rates against the 
dollar are higher than they were in the period 1992- 
1998 (i.e., the currencies have depreciated since then) 
because of the nominal depreciation posted in 2002 
(see figure III.7). This real depreciation exceeds 50% 
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in all the MERCOSUR countries. A similar situation 
can be observed with respect to real effective exchange 
rates in South America, although changes in 
competitiveness are less evident. As shown in figure 
III.7, by May 2004 the real effective exchange rates of 
the countries in this subregion (except Ecuador and 
Venezuela) had depreciated considerably from the 
historical average for the period 1992-1998. The 
currencies of Argentina, Brazil and Uruguay suffered 
particularly sharp losses of value. In addition, the 
MERCOSUR-countries and the associate members of 
that group (Bolivia and Chile) saw their real exchange 
rates against the dollar depreciate significantly more 
than their “effective” (trade-weighted) exchange rates, 
since their intraregional trading partners are countries 
whose currencies had depreciated considerably against 
the dollar in 2002. 


Figure Ill.7 
LATIN AMERICA AND THE CARIBBEAN: REAL EFFECTIVE EXCHANGE RATES 
AND REAL EXCHANGE RATES AGAINST THE DOLLAR, MAY 2004 
(Percentage variation from the historical average for January 1992-December 1998) 
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Depreciation pressures on the dollar have abated as 


2004, particularly in response to expectations that the 
the United States economy’s recovery has firmed up in 


Federal Reserve will continue to raise interest rates. 
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In race the fact that, in the Wile of the 


Argentine crisis, both of the two biggest MERCOSUR — 


partners have flexible exchange-rate regimes is likely to 


_ increase the chances of reducing, in the medium term, 


the sharp imbalances that arise from time to time between 
the MERCOSUR countries because of exchange-rate 
factors. Owing to the difficulty of macroeconomic policy 
coordination between countries with radically different 
exchange-rate regimes (such as Brazil’s system of 
combining a floating currency with inflation targets, 
which has been in place since 1999, versus the currency- 
board system in force in Argentina between 1991 and 
2001), the stabilization of bilateral exchange rates at 
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_ various countries of the region are correlated, 


trade shocks are not. Second, the adoption of simnilat flexible 
regimes would help to remove incentives for domestic 
interest groups to advocate the use of the exchange rate as 
an adjustment factor to cope with losses of competitiveness 
vis-a-vis firms based in other members of the bloc. Lastly, 
the similarity among the different countries’ regimes would 
make it easier for members of the bloc to exchange credible 
information on the effects of bilateral exchange-rate 
movements and would facilitate policy coordination with 
a view to internalizing the effects of economic policies 
outside the scope of such coordination. 
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C. Monetary policy 
See 


if The external environment 


The external environment is crucially important for 
monetary policy in the region. The room for manoeuvre 
available to the region’s open economies is, to varying 
degrees, contingent on movements in international interest 
rates. From mid-2003 onward there has been more liquidity 
in the world economy, generated by the expansionary 
monetary conditions prevailing in the United States, Europe 
and Japan and by an increase in international capital flows. 
As a result, the region’s most heavily indebted countries 


have benefited from higher capital inflows and lower 
interest-rate spreads. This situation changed in April 2004, 
however, as long-term interest rates rose substantially, share 
prices dropped and spreads widened. 

On 30 June 2004 the United States Federal Reserve 
Board’s decision to raise its federal funds rate marked 
the end of the succession of rate cuts initiated in August 
2000, a few months after United States and European 
stock markets had begun to slide. 


24 Inorder to be “growth-friendly”, bilateral exchange rates cannot exhibit anything close to the currency misalignment observed in Argentina 
in the 1990s. The magnitude of that misalignment is still being debated in the literature, but the fact that the real exchange rate against the 
dollar has stabilized at a level equivalent to 133% (in May 2004) of the average for the period January 1992—December 2001 seems to 


indicate that the exchange-rate overvaluation was considerable. 


Some of the developed countries with explicit 
inflation targets had already raised their rates prior to 
the step taken by the United States Federal Reserve, 
while others continued to lower them. The United 
Kingdom and Australia started to raise their rates in 
the last quarter of 2002 and the Reserve Bank of New 
Zealand launched a fresh round of rate increases in 
2004, following increases in 2002 and decreases in 
2002 and 2003. Switzerland, on the other hand, has 
kept its rate close to zero in 2004, while Canada and 
Sweden have continued to lower their rates, reaching 
about 2% in 2004. 
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A significant increase in international interest rates 
could create complications for the region, since many of 
the Latin American and Caribbean countries are carrying 
a great deal of debt, some of which is short-term or has a 
variable interest rate. Should such an increase take place, 
the region’s monetary authorities would be faced with a 
complex problem, since they must deal with an incomplete 
and unbalanced economic recovery with high levels of 
unemployment, on the one hand, while also keeping their 
rates aligned with international interest rates to maintain 
conditions and incentives for attracting external capital, 
on the other. Of course, this situation would not affect all 
the countries to the same extent. 


2. Monetary policy in the region 


As is traditional, the region’s monetary policies have 
focused on curbing inflation and, in countries where 
inflation levels are under control, on supporting 
economic recovery. The downward trend in interest 
rates set by central banks has probably come to an end; 
the question now is how the opposite process will 
unfold and how far it will lag behind the interest-rate 
hikes implemented by the United States Federal 
Reserve. 

The countries that have adopted inflation-targeting 
systems can be divided into two groups: those that use a 
monetary policy interest rate for this purpose (Brazil, 
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3. Interest rates 


In recent years a number of countries have sought to 
meet inflation targets through a system in which an 
interest rate directly controlled by the monetary authority 
(the monetary policy rate) regulates inflation. In 
countries that have met their targets, central banks have 
reduced their rates to help stimulate recovery while 
taking care not to create conditions that could lead to 
higher inflation. This has been possible because there 
appears to be little danger of inflation, especially in 
countries where the rate of pass-through from currency 
depreciation to inflation has fallen substantially. 

The monetary policy rate directly influences rates 
in the interbank market, where institutions offering and 
seeking funds are active and, therefore, where the central 


Chile, Colombia, Mexico and Peru) and those that use 
one of the monetary aggregates and even intervene in 
the foreign-exchange market (Argentina, Bolivia, Costa 
Rica, Guatemala, Guyana, Honduras, Jamaica, Paraguay 
and Uruguay). Some of these countries (Bolivia, 
Venezuela, Uruguay and some of the Central American 
countries) have unofficially dollarized banking systems 
(in which more than 50% of bank loans and deposits are 
in dollars). This restricts their monetary policies’ degrees 
of freedom. Lastly, there are countries that have adopted 
the United States dollar as legal tender (Panama, Ecuador 
and El Salvador) (see table III.6). 


bank intervenes to steer interest rates towards its 
objective. The interbank rate, in turn, affects bank deposit 
rates, since deposits are a form of bank financing that 
competes with financing from the interbank market. 

Likewise, the banks, to the extent that they 
consider their customers a good risk, will transmit 
these effects to lending rates. Thus, synchronized 
movements among these four interest rates -monetary 
policy, interbank, deposit and lending— are a sign that 
the monetary authority is well in control of the 
situation, whereas diverging movements point to a loss 
of control. 

In the countries for which relevant information is 
available, these nominal interest rates have followed a 
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Differences can be observed in the monetary 
authorities’ degrees of control over interest rates. Chile, 
Brazil and Peru are the countries where the authorities 
have the highest degree of monetary control, as shown 
by the fact that interbank rates and deposit rates have 
been closely synchronized and virtually identical in 
recent years. A similar degree of control could be 
observed in the Dominican Republic up until April 2003. 
Subsequently, however, escalating inflation prompted 
the monetary authority to raise rates, albeit to levels 
below the rate of inflation; not until March 2004 did 
inflation fall below the interbank rate. 

In some countries, such as Argentina, Mexico and 
Costa Rica, there is a constant spread between these 
interest rates, although their movements are highly 
synchronized. In Paraguay and Venezuela the authorities 
regained control over interest rates after having lost it in 
April 2003 (in Paraguay) and August 2003 (in 
Venezuela). 

The authorities tended to lose control of interest 
rates in the Dominican Republic and Venezuela and, 
between June 2001 and March 2003, in Paraguay, as 
shown by wide and widening spreads. 

Brazil was one of the few countries that adopted a 
contractionary policy in 2003 with respect to interest 
rates and monetary aggregates. The SELIC interest rate 
was gradually raised until it reached 26% in nominal 
terms in June 2003, after which it was whittled down to 
16.5%. These figures are high in relation to the inflation 
rate, and this has hampered a steady recovery by pushing 
the other interest rates up to high levels. The rate is 
expected to be further reduced to 14% this year. 

Mexico, Colombia, Chile and Peru have systems 
that combine a freely floating exchange rate with 
inflation targets. In Chile and Peru inflation is in the 
single digits and has been on the decline. Mexico 
tightened its money supply in 2003 by raising the corto 
(the target level of commercial banks’ deposits in the 
central bank) from 300 million to 700 million pesos, 
and raised it again in April 2004. Colombia increased 
its intervention rate, but this measure was intended only 
to make the rate less negative in real terms. Chile and 
Peru followed a policy of reducing interest rates in 2003, 
and kept them low in the initial months of 2004. 

Argentina’s interbank rate rose considerably starting 
in mid-2001, prior to the formal abolition of the 
convertibility regime in early 2002, and reached a peak 
in mid-2002. It then fell, together with inflation, to levels 
similar to and even lower than the ones posted in early 
2001. These lower rates have continued to be observed 
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in 2004. An orderly end to the crisis finally came within 
sight in late 2002, with the elimination of the corralito 
(restrictions on withdrawals of bank deposits) and, later, 
the release of rescheduled deposits and the adoption of 
new rediscount and reserve policies. The government 
has sought to protect the financial system’s solvency and 
to reach an agreement on the treatment of external debt. 

Something similar occurred in Uruguay, where a 
run on bank deposits ended in the last quarter of 2002. 
In 2003 local-currency interest rates went down, while 
the exchange rate and inflation remained stable. The 
central bank is seeking to control the growth of the 
monetary base. Paraguay also suffered from the 
Argentine crisis, raising reserve requirements but issuing 
monetary regulation notes at annual rates of up to 35%, 
at a cost of 0.9% of GDP. These notes were bought back 
in 2003 to reduce the money supply, control inflation 
and bring about an appreciation of the guaranf. The crisis 
led to a disturbing rise in the delinquency rate among 
bank debtors. 

In Venezuela interest rates have been falling since 
the initial months of 2002; this downturn grew sharper 
in 2003. However, widespread uncertainty and an array 
of restrictions on market operations have set the tone in 
the financial sector. The rates of inflation have amply 
exceeded nominal interest rates, meaning that interest 
rates continue to be negative in real terms. 

Interest rates in the Central American countries 
held steady at a high level (averaging 20% to 25% in 
nominal terms). 

Countries with officially dollarized economies have 
no monetary policy to the extent that they adopt the rules 
of that system. In Ecuador and El Salvador interest rates 
continued to decline in 2003, although Ecuador’s rate 
shows a relatively constant 10-point spread in relation 
to the international rate. In Panama and E] Salvador, on 
the other hand, interest rates are aligned with 
international rates. In Panama credit to the domestic 
private sector went down for the first time in 13 years, 
shrinking faster than external credit. 

As for inflation-adjusted (real) interest rates, the 
declining trend has continued in most of the countries 
(see figure III.10). The most notable exception is the 
Dominican Republic, whose rates went from extremely 
negative to positive in late 2003. Real rates have also 
bounced back, albeit to a much more modest degree, in 
Mexico and Paraguay —whose rates also went from 
negative to slightly positive in March 2004 and 
December 2003, respectively— and in Peru, whose rate 
went from negative to zero in March 2004. 
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5. Monetary aggregates 


In Argentina the pace of monetary expansion, measured 
in terms of M3, slowed to about 40% in the first few 
months of 2004, after having risen rapidly in 2002 and 
2003. Argentina is one of the countries that keep a close 
watch on the exchange rate, in accordance with the 
monetary programme agreed upon with IMF. 

At the other extreme, Venezuela’s money stock 
increased by 60% in the initial months of 2004, as against 
39% in 2003, thus evincing a stronger potential for inflation 
that the authorities are seeking to ward off with price 
controls. In Brazil M1 expanded by 16% over the 12 months 
ending in April 2004, as compared to only 1.7% in 2003. 
The other countries posted less drastic increases. 
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In Bolivia the monetary contraction of 2002 was 
followed by an increase of 16% in 2003 and in the first 
four months of 2004. Monetary expansion has also sped 
up in Chile, from 14% in 2002 and 2003 to 19% in the 
12 months ending in April 2004. Uruguay’s situation is 
similar, with a 27% expansion in the initial months of 
2004, as compared to 21% in 2003. The change has been 
more striking in Colombia, where M1 grew by 19% in 
the first few months of 2004 (as against only 3% in 2003), 
and in Jamaica, with rates of 40% and 7%, respectively. 

The other countries have not shown significant 
variations in their monetary aggregates in relation to the 
preceding period. 


A. Economic activity 


In 2004 the gross domestic product (GDP) of the Latin 
American and Caribbean region as a whole will grow 
by an estimated 4.5%, while per capita GDP should rise 
by about 3%. These will be the biggest increases posted 
in the region since 1997, the first year of the crisis that 
plagued the Asian countries in the late 1990s and 
dampened economic activity in Latin America and the 
Caribbean. These rates also represent a major 
improvement over the figures posted in 2003, when 
regional GDP rose by just 1.5%. 

Economic activity strengthened in the course of 
2003. In the first half of the year economic performance 
was uneven among the different countries, but in the 
second half virtually all of them exhibited economic 
growth and a strong surge in the pace of economic 
activity (see figure IV.1A). 

In the region as a whole, domestic demand was up 
slightly from its 2002 level, owing mainly to a slight 
rise in total consumption. Private consumption was the 
fastest-growing component of domestic demand, 
growing by 1.4%, or nearly as fast as overall GDP. Public 


consumption increased by 1.2%. The growth of 
consumption, while modest, was nevertheless indicative 
of a recovery in this variable. In several countries of the 
region the revival of economic activity had positive 
effects on the labour market, especially in terms of 
generating new jobs, while in countries where this 
indicator continued to deteriorate, the decline was less 
pronounced than the one observed in 2002. This, 
combined with low interest rates, gave a boost to 
household consumption. Nonetheless, as private 
consumption had fallen by 1.8% region-wide in 2002, 
its improvement in 2003 was insufficient to restore it to 
its previous levels, meaning that for several countries 
the increase in consumption represented a recovery 
rather than new growth. 

Gross fixed capital formation remained at more or 
less the same level as in 2002, when a slight increase in 
construction investment had been offset by a slide in 
machinery and equipment investment. However, national 
figures for gross fixed capital formation show wide 
dispersion (see figure I'V.3). 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC 
Note: Regional total in constant 1995 dollars. 
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Figure 1V.3 
LATIN AMERICA AND THE CARIBBEAN: GROSS FIXED CAPITAL FORMATION 
(Percentages of GDP, using data in dollars at constant 1995 prices) 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the 
basis of official figures. 
4 Preliminary figures. 


Gross fixed capital formation remained stagnant 
in 2003 after having slipped by 5.9% in 2002, in a 
context of steady decline that translated into a 
cumulative downturn of 10.4% in the period 1998- 
2003. As a percentage of regional GDP, gross fixed 
investment stood at 17.9%, the lowest level since the 
early 1970s.! Gross domestic investment, meanwhile, 
diminished by 1.6%, reflecting the drawdown of stocks 
in the course of the year. 
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The region has been making major efforts to 
generate national savings to offset the negative external 
saving observed in 2003. This situation, which will 
continue in 2004, illustrates the adjustment of domestic 
demand that began in 2002 and continued for much of 
2003. This adjustment resulted in a 0.4% reduction in 
private consumption in the 2002-2003 biennium, while 
gross domestic investment went down by 7.8% in the 
same period. Gross domestic investment as a percentage 
of GDP shrank from 22.9% in 1997 to 19.7% in 2003.” 


Table IV.1 
LATIN AMERICA AND THE CARIBBEAN: GROSS DOMESTIC PRODUCT, 
TOTAL CONSUMPTION AND INVESTMENT 
(Annual growth rates based on figures in dollars at constant 1995 prices) 


Gross domestic 
product 


2001 2002 20037 2001 


2002 20032 2001 


Total Gross domestic Next 
consumption 


. investment exports 


2002 20032 2001 2002 20037 


Latin America and the 


Caribbean (20 countries) 0.3 -0.6 1.5 0.6 
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Central America 9 2.3 Zon 2.6 3.9 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 
5 Represents a reduction of the deficit. 


° Represents a change in the region’s trade balance from a deficit to a surplus. 


4 Argentina, Brazil, Paraguay and Uruguay. 


© Represents a change in the subregion’s trade balance from a deficit to a surplus. 


‘ Bolivia, Chile, Colombia, Ecuador, Peru and Venezuela. 


9Costa Rica, Cuba, Dominican Republic, El Salvador, Guatemala, Haiti, Honduras, Nicaragua and Panama. 


Thus, the region’s growth in 2003 was essentially 
the result of strong export performance, in combination 
with the conditions prevailing in the individual countries. 

As previously reported in the Preliminary Overview 
of the Economies of Latin America and the Caribbean, 
published by ECLAC late last year, the upturn in the 
countries’ economic activity in the course of 2003 was 
attributable to a number of factors, both domestic and 
external. The relevant extraregional factors were those 
associated with the relative improvement in the world 
economic situation starting in the second half of 2003. 


The Asian economies’ expansion, which was related to the 
acceleration of growth in the United States, had the effect 
of boosting both the demand for and the prices of the 
region’s commodity exports, primarily minerals, metals and 
some agricultural products. In addition, the high price of 
oil in international markets buoyed the economies of the 
oil-exporting Latin American countries, for which earnings 
from oil sales represent a sizeable percentage of total fiscal 
revenue. The recovery of United States imports had a 
positive influence on the exports of the countries most 
closely linked to that country’s business cycle. 


1 This refers to regional GDP calculated in constant 1995 dollars. In current dollars, gross fixed capital formation as a percentage of GDP 
So 


dipped from 18.8% in 2002 to 18% in 2003. 
2 In current dollars. 
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The relevant domestic factors included trends in real 
exchange rates and the existence of idle installed capacity 
in certain activities, which enabled the sectors concerned 
to capitalize on the expansion of demand that resulted 
from the more favourable international context. The 
sharp real devaluations observed in some countries of 
the region in 2002 not only improved their 
competitiveness, but also considerably increased 
exporters’ profits in local currency. These changes in 
relative prices had positive effects on the performance 
of certain industrial sectors and, in some cases, 
encouraged import-substitution processes. Although this 
phenomenon was partly reversed in some countries in 
the second half of 2003, the region as a whole maintained 
its exchange-rate competitiveness. At the same time, 
investments in previous years had resulted in the creation 
of enough installed capacity to expand production in 
certain activities, especially those related to mining and 
hydrocarbons. In response to these stimuli, the countries’ 
economic activity rebounded on the strength of robust 
export performance, with a large jump in net external 
sales. For the region as a whole, the volume of goods 
and services exports rose by 4.5%, while that of imports 
edged up by only 1%. 

In addition to boosting demand for the region’s 
exports, the faster pace of worldwide economic growth 
benefited tourism-related economic activities, since it 
led to an increase in the number of visitors to the region 
from Europe and North America, particularly Canada. 
This phenomenon was particularly significant for the 
Caribbean countries, which in 2001 and 2002 had seen 
a downturn in economic activities related to this 
subsector. 

The depreciation of the United States dollar against 
the euro and the Canadian dollar made tourism activities 
in the Caribbean relatively cheaper, as the prices of these 
services are usually expressed in United States dollars. 
In addition, there was a reorientation of tourism flows 
towards Latin America and the Caribbean, which was 
regarded as being safer than other regions with respect 
to potential threats to the safety of tourists and the danger 
of severe acute respiratory syndrome (SARS) and avian 
flu, both of which were present in the Asian countries. 
Added to this was the fact that most of the foreign tourists 
who visited the region came from the North American 
and European countries, whose economies are displaying 
renewed growth. 


* 


As noted earlier, the growth of regional GDP is 
likely to reach some 4.5% for 2004 as a whole. This 
quicker pace is reflected by the brisk region-wide growth 
of 5.3% posted in the first quarter of 2004. The economic 
trends that prevailed in 2003 have continued to be 
observed thus far in 2004; in other words, the countries’ 
growth has been propelled by the excellent performance 
of an export sector buoyed by burgeoning international 
demand and high commodity prices, rather than by any 
significant increase in domestic demand or, in particular, 
private consumption. It is estimated that private 
consumption will rise in the course of the year as a result 
of the renewed vigour of economic activity, the expected 
improvement in labour indicators and the increased 
revenues that the countries will receive thanks to the 
positive trend in the terms of trade. As for investment, 
available indicators point to a recovery from the 
downturns seen previously, although the strength of this 
improvement varies from one country to another. The 
fact that investment levels are currently low, combined 
with the increase in economic activity and the greater 
use of installed capacity, will tend to stimulate growth 
in this variable. 

The growth rates recorded by the Latin American 
countries in the first quarter of 2004 mask a significant 
statistical effect, however. The level of growth posted in 
the first quarter of 2003, from which the subsequent 
economic recovery began, was low in most of the 
region’s economies. When the figures are seasonally 
adjusted, several countries have growth rates which, 
while still positive, represent a slowdown in comparison 
to the fourth quarter of 2003 (see figure IV.1B). Activity 
and investment indicators for the second quarter do not, 
however, show evidence that this slowdown has 
worsened. 

Available indicators on trends in prices and 
commodity markets, as well as expectations regarding 
the future performance of the international economy, 
particularly the economies of the United States and 
the Asian countries, including China, show that 
growth started to slow down in April 2004 from its 
levels of the preceding months. These signs are 
compounded by the trends observed in financial 
markets, both international and regional. Thus, it 
appears that the question of whether the current rate 
of growth will be sustained should be approached with 
caution. 
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19 Economic activity by groups of countries in 2003-2004 


Against this general backdrop, the countries exhibit both 
common features and distinguishing characteristics that 
differentiate them from one another. After four years of 
negative growth, Argentina made a strong comeback in 
2003, posting the highest growth rate of any country in 
the region (8.8%). In Brazil, the economy’s considerable 
recovery in the fourth quarter of 2003 was insufficient 
to make up for its poor performance in the first semester, 
with the result that the economy retreated by 0.2% for 
the year as a whole. Economic activity in Mexico, 
meanwhile, was up by 1.3%. Venezuela’s economy, 
which had already suffered a severe downturn in 2002, 
slumped by a similar percentage in 2003 (9.4%). In the 
Dominican Republic, economic activity recovered in the 
course of the year, owing mainly to a significant upturn 
in the tourism subsector and in the performance of free- 
trade zones. As this was not enough to offset the negative 
results posted in the rest of the economy, however, the 
growth rate showed a decline of 0.4%. Chile, Colombia, 
Costa Rica, Panama and Peru enjoyed growth of over 
3%, but the remaining economies of the region turned 
in a lacklustre performance, with increases of about 2% 
for the whole of 2003. 

Despite these disparate outcomes, and considering 
the factors that drove economic growth in 2003, it is 
possible to identify groups of countries that have certain 
features in common. 


(a) The Andean countries and Chile 


The Andean countries’ economic expansion in 2003 
was due to the strong performance of the export sector. 
Since the countries in this group are major producers 
and exporters of minerals, metals and hydrocarbons, 
favourable international conditions in terms of both 
increased external demand for these products and a 
considerable upturn in their prices starting in the final 
months of 2003 provided a powerful stimulus for 
economic activity in branches linked to mining and 
hydrocarbons. What is more, these sectors’ installed 
capacity, acquired as a result of investments made in 
prior years, enabled them to expand production. In Chile, 
economic growth (3.3%) gathered momentum as the year 
went on and was primarily attributable to the strength 
of the mining sector, particularly the copper segment. 
Faster growth in the commerce subsector reflected the 
fact that domestic demand was more dynamic in terms 
of both consumption and gross fixed investment. This 


last variable rose by nearly 5%, driven by a sharp rise in 
machinery and equipment investment, since the revival 
of the construction subsector was observed mostly in 
the second half of 2003. Peru’s 2003 growth rate of 4.1% 
was based on favourable results in the mining sector 
—thanks mainly to major increases in gold, zinc and iron 
production-, which was geared essentially to exports. It 
also reflected an upturn in construction activity as a result 
of investments associated with a major natural gas 
project. The mining sector’s increased dynamism 
translated into an upswing in export volume. Fishing, 
however, declined during the year because of the lengthy 
ban on anchovy fishing, which also affected the 
production of fish meal, of which anchovies are the main 
ingredient. Domestic demand slowed down during the 
year as the growth of private consumption and of gross 
domestic investment became more sluggish. 

In the third quarter of 2003 Ecuador’s economic 
activity rebounded significantly as a new oil pipeline 
came on stream. The expansion of the country’s capacity 
to transport crude oil triggered an increase in oil 
extraction, particularly by private companies. In the 
second half of 2003 total petroleum output surged by 
about 22% in relation to its level in the first half of the 
year. Consequently, export volume rose considerably in 
the second half and had positive effects on the economy’s 
growth for the year as a whole, which came in at 2.7%. 
Domestic demand was slack, however, and gross fixed 
investment went down after having grown significantly 
for several years, while household consumption rose 
more slowly than it had in preceding years. Colombia’s 
GDP grew by 3.7%, thanks to a jump in gross fixed 
investment, particularly in construction. Mining activity 
also displayed a significant upswing as a result of higher 
coal, ferronickel and gold output. At the same time, an 
improvement in labour indicators paved the way for 
faster expansion of the consumption component of 
domestic demand towards the end of the year. 

Lastly, in 2003 Venezuela and Bolivia were faced 
with complex political situations that affected their 
economic performance. In Venezuela, economic activity 
as a whole plunged by 9.4%, with pronounced declines 
in both household consumption (4.4%) and investment 
(Gust under 40%). The situation improved somewhat in 
the second quarter of 2003 owing to a partial recovery 
in petroleum activity. It was in the non-petroleum sectors, 
however, that growth picked up the fastest in the course 
of the year, as petroleum output remained virtually 
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stalled at about the levels recorded in the second quarter 
of 2003, which, in turn, were slightly lower than those 
posted in 2002. The upshot was that both the petroleum 
and the non-petroleum sectors experienced downturns 
in relation to 2002 (10.7% and 8%, respectively). 
Bolivia’s growth rate of 2.5% was driven by goods and 
services exports, which leapt by 10.3% during the year. 
Domestic demand was down by 1.3%, reflecting a sharp 
drop in investment (-17%) that was largely attributable 
to the completion of the construction of a gas pipeline; 
total consumption, meanwhile, expanded by a meagre 
1.2%, with government consumption representing the 
fastest-growing component. Gross fixed capital 
formation, which had trended downward since 1998, 
when it had represented 23.4% of GDP, amounted to 
barely 12.5% in 2003. This is a clear sign that the 
Bolivian economy has been in a low-growth phase for 
the past five years. 

Growth prospects for 2004 are promising for this 
group of countries, which will probably achieve growth 
rates similar or superior to those posted in 2003. The 
data available thus far for 2004 show that the trends 
initiated in 2003 will continue, with significant increases 
in export activity especially in Bolivia, Chile and Peru— 
and upturns in domestic demand, mainly in Colombia 
and Venezuela. For these countries, the terms of trade 
are expected to improve appreciably in 2004 owing to 
the rise in international commodity prices, especially 
for minerals and metals. This, together with faster 
economic growth, should generate a significant increase 
in these countries’ national income. Moreover, low 
interest rates will stimulate the demand for credit, whose 
expansion, along with the expected improvement in 
labour indicators as a result of higher economic growth, 
will boost private consumption. 


(b) The MERCOSUR countries 


Like the Andean countries, the countries that make 
up this group, with the exception of Argentina, witnessed 
the fastest growth in branches of economic activity linked 
to merchandise exports. In the course of 2003 the stronger 
external demand associated with the recovery of the world 
economy and higher commodity prices triggered an 
upturn in export-related sectors, particularly agriculture 
and, in the case of Brazil, basic metal industries. Another 
major reason for these countries’ strong export 
performance was the increase in local-currency profits as 
a result of the real devaluations experienced in 2002.In 
2003 domestic demand continued to shrink in all the 
MERCOSUR countries except Argentina. Despite a 
recovery during the year, and even a pronounced increase 
in the last quarter of 2003 in relation to the preceding 
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quarter, domestic demand lagged behind its 2002 levels 
for the year as a whole. 

Argentina’s remarkable GDP growth, which reached 
8.8%, was based on a significant recovery in gross fixed 
investment, both in machinery and equipment and in 
construction activity, and on the strong performance of 
the export sector, which was due largely to an increase 
in agricultural output. Some branches of industry linked 
to household consumption also rebounded in response 
to rising demand. These trends continued into the initial 
months of 2004, albeit in a more moderate form. The 
growth rates posted by different segments of economic 
activity are still quite high, however, in comparison to 
the same period of 2003; in the first quarter of 2004 
GDP continued to expand at a rate of over 10%, while 
in the first five months of the year industrial output 
surged by 12.4% and construction, by 28.1%, in relation 
to the year-earlier period. In Brazil, the dynamism of 
export sectors and related activities contrasted with the 
weakness of domestic demand, which fell in 2003 in 
terms of both gross fixed investment (6.6%) and private 
consumption (3.3%). Consequently, and despite the large 
jump in export volume (14.2%), the Brazilian economy 
shrank by 0.2% that year. Starting in the second half of 
the year, inflation was brought under control and the 
negative expectations prevailing in financial markets 
began to brighten, with the result that interest-rate 
spreads on the external debt narrowed, making it possible 
to begin a process of gradually lowering interest rates. 
Industrial output and imports of intermediate goods and 
non-durable consumer goods rose towards the end of 
the year in response to an upswing in domestic demand. 
This recovery strengthened in the early months of 2004, 
particularly in the industrial sector, with growth of 6.5% 
in the first five months in relation to the year-earlier 
period. The capital goods and consumer durables sectors 
racked up growth rates of over 20% in this period, 
stimulated by the recovery of both domestic and external 
demand. The growth observed in Uruguay and Paraguay 
in 2003 was largely related to the excellent performance 
of the agricultural sector and, in particular, of export- 
oriented crop production. Uruguay’s annual growth rate 
of 2.5% reflected a significant economic recovery that 
continued throughout the year, since the increase in 
activity was faster in the second half of the year than in 
the first. Total consumption (private and public) and gross 
fixed capital formation declined, however (by 1.1% and 
11.4%, respectively). In Paraguay, whose economy 
expanded by 2.6% in 2003, agricultural output rose 
considerably and the construction subsector began to 
recover. In contrast to what had happened in 2002, there 
was a small upturn in gross fixed investment and private 
consumption. 
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The outlook for 2004 is mixed for this group of 
countries. Although domestic demand in Brazil is 
higher than it was in 2003, the upswing in economic 
growth has been powered by export-related sectors. 
Owing to uncertainty about future interest-rate trends, 
the speed with which both consumption and investment 
(especially in the construction subsector) will recover 
is hard to predict. In Argentina, first-quarter economic 
growth was again impressive, but available indicators 
on industrial output, though still high, indicate a 
slowdown in this area. Uruguay’s economy, meanwhile, 
should grow significantly in 2004, given the robust 
performance of its agricultural sector and the recovery 
of domestic demand. As in other countries of the region, 
however, this increase is due in part to a significant 
statistical effect. In Paraguay, the recovery that began 
in 2003 is likely to extend throughout 2004, not only 
because of an upturn in domestic activity but also 
thanks to the positive economic performance of 
neighbouring countries. At the same time, the drought 
that has hit this subregion has reduced the output of 
export crops, particularly soybeans, with the result that 
the growth of this activity will probably be slower than 
initially projected. 


(c) Mexico and Central America 


In 2003 Mexico’s economic growth stood at 1.3% 
and was driven mostly by extractive industries, especially 
petroleum, the output of which rose by some 6% in the 
course of the year. Construction also gained momentum, 
boosted by social housing programmes, which also 
helped to raise activity levels in the corresponding real 
estate and financial services. The fact that the price of 
oil remained high throughout the year, significantly 
exceeding the budgeted price, enabled the government 
to keep its public works projects on track without 
overshooting its fiscal target. Output in the maquila and 
processing industries trended downward in 2003 and did 
not begin to show signs of recovery until the final months 
of the year. This positive trend became stronger in the 
early months of 2004 in response to an expansion of 
external demand (from the United States), which 
translated into a jump in export-oriented production, 
including maquila production. 

The Central American countries’ growth rates in 
2003 were similar to the ones posted in 2002, ranging 
from 2% to 3% for most of them. The exceptions were 
Costa Rica and Panama. The increase in maquila output, 
destined mainly for the United States market, in El 
Salvador, Guatemala, Honduras and Nicaragua helped 
to boost those countries’ economic performance, while 
private consumption continued to be highly dependent 
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on family remittances. Gross fixed investment rose in 
El Salvador and Honduras as a result of an upturn in 
construction activity, but fell in Guatemala and 
Nicaragua. Since the decline in gross fixed investment 
in Nicaragua coincided with an increase in construction 
activity, it may be inferred that investment in machinery 
and equipment suffered a downturn. Costa Rica’s 
economic expansion of 6.5% was propelled by the 
sectors most closely linked to exports, such as fruit 
production and the high-technology industry. Moreover, 
the telecommunications investments made in previous 
years led to faster growth in this sector’s activities. 
Panama’s economy, meanwhile, grew by 4.1% owing 
to a considerable rise in domestic demand. Gross fixed 
investment was up, driven by vigorous activity in the 
construction subsector, while private consumption 
benefited from the implementation of a tax reform 
adopted in 2002, which significantly increased 
households’ disposable income. 

The Central American countries’ prospects for 2004 
point to an upswing in GDP growth. The sole exception 
is Costa Rica, whose economy is projected to grow more 
slowly because of a downturn in the activity of high- 
technology industries. For the countries in this subregion, 
available indicators for 2004 show positive developments 
with regard to merchandise exports, attributable to 
increases in both prices and volumes. Import volumes 
have also increased, suggesting that domestic demand 
is on the rise. Construction should remain buoyant as 
well in most of these countries in 2004. 


(d) The Caribbean economies 


Economic activity in the Dominican Republic 
contracted by 0.4% in 2003 and was characterized by 
a devaluation of the Dominican peso due to a variety 
of factors, including the pressure exerted on the 
foreign-exchange market by outflows of private 
capital, a considerable rise in inflation triggered by 
the currency depreciation, higher prices for basic 
services and an increase in international oil prices. 
The failure of a major bank and the central bank’s 
subsequent mounting of a large-scale financial bailout 
worsened the crisis, as reflected primarily by a sharp 
drop in domestic demand. The external sector, 
meanwhile, turned in a good performance, given the 
increased activity in free-trade zones —thanks to the 
more competitive exchange rate— and the considerable 
expansion of tourism-related activities, which leapt 
by nearly 30%. Haiti’s economy posted modest 
growth (0.6%) in 2003, while Cuba’s economy, 
despite a poor sugar harvest, expanded by 2.5%, 
driven by brisk growth in the tourism sector. 
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Growth was mediocre in the other Caribbean 
economies; the exception was Trinidad and Tobago, 
which exhibited a rate of 5.5% owing toa strong upsurge 
in oil and gas production. The Caribbean subregion’s 
price competitiveness in both the European and North 
American markets made it an attractive tourist 
destination, since many visitors regarded it as a safe and 
economical alternative. Cruise-ship tourism also rose 
appreciably. The number of visitors to the subregion is 
estimated to have risen by 6% in 2003.3 Despite the 
increase in the positive balance on the service account, 
this outcome was not enough to offset the widening 
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of the deficit on the merchandise account, which 
resulted from an increase in imports attributable to 
soaring oil prices. 

These economies are expected to perform better in 
2004, owing largely to the positive outlook for tourism- 
related activities. In addition, the rise in international 
commodity prices will benefit their external accounts, as 
in the case of the Latin American countries. They will 
also continue to exhibit factors that limit growth, however, 
such as high levels of debt, including a large proportion 
of domestic debt, and considerable fiscal imbalances, 
which are more common in small economies. 
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B. Regional inflation 


In 2004 the overall inflation rate in Latin America and 
the Caribbean is expected to subside somewhat from its 
2003 level of 8.5%, which was nearly four percentage 
points lower than the 2002 rate of 12.1%.4 The 2003 rate 
was influenced to a large extent by inflation trends in 
Argentina, Brazil and Mexico, whose rates dropped from 
41%, 12.5% and 5.7%, respectively, in 2002 to 3.7%, 9.3% 
and 4% in 2003.° In 2004 inflation in Brazil and Mexico 
should be lower than or similar to its 2003 levels. In several 
countries of the region, however, there have been slight 
upturns in inflation caused by price hikes for transport 
services, housing services and food. These increases 
largely reflect higher international prices for food, 
particularly cereals, and for petroleum and fuels. What is 
more, the recovery or acceleration of economic growth 
in a number of countries in the region has enabled 
wholesale and retail suppliers to reinstate wider profit 
margins. 

Trends in wholesale prices, as measured by 
wholesale price indices or producer price indices in the 
case of countries that regularly publish this information, 
show that, in general, wholesale prices rose less than 


the corresponding consumer prices in 2003. In Chile, 
the wholesale price index even showed a cumulative 
negative variation of 1% in December 2003 in relation 
to December 2002. The exceptions to this trend were 
Costa Rica, Uruguay and Venezuela, where the wholesale 
price index rose faster than the consumer price index, 
by a significant margin in the latter two countries. 

The factors underlying the decline in inflation in 
Latin America and the Caribbean in 2003 and 2004 
have been present in the region’s economies, to a 
greater or lesser extent, since the middle of the second 
half of the 1990s. The first factor concerns the 
management of economic policy, both monetary and 
fiscal. The monetary policy stance has had a major 
influence, since authorities in several countries have 
announced monetary programmes with explicit 
inflation targets, which make monetary policy 
management contingent on trends in domestic prices, 
while authorities in other countries have decided to 
dollarize the economy. In addition, certain decisions 
with respect to rate-setting and regulatory policies have 
affected the cost of basic services. 


3 This figure is based on Caribbean Tourism Organization data, and refers to the entire Caribbean subregion, including Cuba and the 


Dominican Republic. 


4 The overall rate refers to cumulative inflation as of December of each year, and is calculated on the basis of changes in the consumer price 
index (CPI) in December of each year with respect to the same month of the preceding year, weighted by each country’s population. 


5) Brazil and Mexico account for about 52% of the regional total. 
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Another important element is the fact that the low 
or even negative economic growth that many of the 
region’s countries have posted since 2000 has been 
associated with slack domestic demand, which has 
reduced upward pressure on domestic prices. In countries 
where economic activity has made a major comeback, 
the recovery has generally taken place in a context of 
idle productive capacity. 

Other factors have had a strong impact on import 
prices and on domestic producers’ cost structures. One 
of them is the fact that the countries’ currency 
devaluations have not, in most cases, been fully passed 
through to domestic inflation. Among the countries 
whose currencies were devalued significantly in 2002 
(see table IV.2), Argentina, Brazil, Paraguay and 
Uruguay posted single-digit inflation in 2003. This 
outcome was influenced by the low level of those 
countries’ domestic demand and by the government 
authorities’ refusal to allow the new cost of some 
services, particularly basic services and fuels, to be 
passed through to consumers after the devaluations. What 
is more, in several countries the currency devaluations 
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of 2002 gave way to exchange-rate appreciation in 2003. 
In others, currency devaluations continued but were 
smaller than they had been in 2002. Added to this was 
the worldwide trend towards lower prices for some durable 
and semi-durable goods, which helped to contain or even 
reduce domestic prices for such goods in several countries, 
given their greater degree of trade openness. With respect 
to wages, adjustments were moderate in most of the 
countries, even those with higher inflation rates. 

Despite the widespread decline in national inflation 
rates in the region, the prices of the different categories 
of goods and services that make up the CPI basket did 
not follow a common pattern. Most of the prices that 
are falling correspond to non-durable consumer goods 
such as clothing and footwear, textiles and household 
items. Food prices are rising in some countries of the 
region, essentially because of higher international prices 
for these products, deficiencies in the food supply and 
an overall increase in demand in most of the region’s 
countries. Prices for services —particularly transport, 
education and health services and basic services— 
continued to show widespread increases. 


Table IV.2 
LATIN AMERICA AND THE CARIBBEAN: PRICE INDICES AND EXCHANGE RATES 
(Annual growth rates) 


Consumer prices 


Wholesale prices Exchange rates 


2002 2003 += 20048 2002 2003 ©2004 2002 2003 2004° 
Latin America and 
the Caribbean 12.2 8.5 3.9 Fs ae? _ ade a 
Argentina 41.0 3.7 3.3 113.7 2.0 3.8 243.7 -15.4 1.3 
Bahamas 1.9 2.3 Oris ee : ; 
Barbados 0.9 0.3 0.54 ” 
Bolivia 2.4 3.9 1.7 ee Hi ie 95 49 3 
Brazil 12.5 9.3 3.5 5.4 6.3 8.4 53.4 se os 
Chile 2.8 14 16 0.4 -1.0 96 4.9 14.6 58 
Colombia 7.0 6.5 4.6 93 5.7 4.4 21.9 1.2 2.8 
Costa Rica 9.7 9.9 6.3 8.4 11.0 10.3 10.8 10.9 45 
Ecuador 9.4 61 1.7 77 45 92 0.0 0.0 0.0 
El Salvador 2.8 26 3.9 0.3 22 3.1° 0.0 0.0 0.0 
Guatemala 6.3 5.9 48 -3.9 54 -1.6 
Haiti 14.8 40.4 14.4 42.2 13.1 -22.8 
Honduras 8.1 6.8 5.0 6.3 51 25 
Jamaica 7.3 14.1 3.8 Z ie oR 6.0 20.7 0.0 
Mexico 57 4.0 16 11.0 3.2 5.6 11.2 10.2 0.7 
Nicaragua 4.0 66 5.5 x ix se 6.0 6.3 1.7 
Panama 1.9 1.5 1.4 0.0 0.0 0.0 
Paraguay 14.6 9.3 1.9 bi = 2 51.7 -13.9 -3.2 
Peru 1.5 2.5 3.0 1.7 2.0 4.8 2.3 1.5 0.2 
Dominican Republic 10.5 42.7 31.1 ant 25.9 72. 
Trinidad and Tobago 4.3 3.0 me a . 0.3 7 pas 
Uruguay 25.9 10. 55 64.6 20.5 7.1 84.2 7.7 s 
Venezuela 31.2 27.1 11.0 53.5 48.8 15.4 83.7 14.0 20.0 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 June 2004 in relation to December 2003. 

> Final value in June 2004 in relation to final value in December 2003. 
° May 2004 in relation to December 2003. 

4 January 2004 in relation to December 2003. 
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Inflation patterns by groups of countries 


The countries of the region can be grouped into 


_ four categories according to the pattern of their 
inflation indicators. The first category consists of 


countries that have dollarized economies (Ecuador, 
El Salvador and Panama) or that have maintained a 
fixed exchange rate for many years (Bahamas and 
Barbados). Of these, the first three continued to post 
low inflation, which in El Salvador’s case has been 
the norm since before the new exchange-rate regime 
was introduced; in Ecuador, inflation has steadily 
trended downward since the dollarization regime was 
launched in early 2000. In the Bahamas, the recovery 
of tourism activity, particularly that related to cruise 
ships, caused a rebound in the prices of recreation 
and tourism services. This, together with higher 
health-care costs, brought annual inflation up by one 
percentage point, from 2% in 2002 to 3% in 2003. 

The second category includes countries where 
inflation was higher in 2003 than in 2002. The most 
significant price hikes were the ones posted in Haiti and 
the Dominican Republic, where inflation reached 40.4% 
and 42.7%, respectively. In the Dominican Republic the 
main determining factors were the sharp depreciation of 
the exchange rate and, to a lesser extent, the higher 
international price of oil. In some sectors (transport, food 
and beverages and hotels and restaurants), prices rose 
faster than the overall CPI; these sectors alone accounted 
for over 70% of the total increase in prices. In Haiti, the 
higher inflation was due to the devaluation that took place 
in late 2002 and early 2003, which forced the authorities 
to adjust domestic fuel prices. Jamaica’s price index 
increased by 14.1% in 2003, compared to 7.3% in 2002. 
This was the outcome of a number of factors: a 20.7% 
depreciation of the exchange rate in 2003, an upward 
revision of inflation forecasts, an increase in the number 
of goods and services subject to the general consumption 
tax (which was introduced in the first quarter of the year) 
and the rise in international commodity prices. 

Inflation rates also exceeded their 2002 levels in 
Bolivia, Nicaragua and Peru, although they were far 
below the rates recorded in the countries mentioned 
above. In Bolivia, the political and social upheaval 


‘experienced in October 2003 led to supply problems in 


respect of certain products, particularly food, pushing 
up the prices for those products in the last quarter of the 
year. As a result, annual inflation rose from 2.5% in 2002 
to 3.9% in 2003. In Nicaragua the increase in annual 
inflation from 4% in 2002 to 6.5% in 2003 also reflected 
hikes in both food prices and administered prices (public 
utilities and fuels); the fuel price increase was due to 
the upswing in international oil prices, which raised the 
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cost of transport services. Lastly, the higher inflation 
rate posted in Peru in 2003 —of 2.5%, compared to 1.5% 
in 2002— was attributable mainly to higher international 
oil prices and a smaller local supply of agricultural 
products. In any event, annual inflation stayed in the 
middle of the range set by the country’s economic 
authorities under the inflation-targeting programme. 

The MERCOSUR members and Venezuela form a 
third category of countries. The domestic price effects 
of the sharp devaluations of their currencies in 2002 were 
felt primarily in that same year (during which the 
magnitude of domestic price hikes was significantly 
smaller than that of the devaluations), whereas in 2003 
these countries’ inflation rates declined, to a considerable 
extent in some cases. One of the factors behind this 
outcome was the appreciation of the countries’ currencies 
in 2003, which partially offset the effects of the earlier 
devaluation except in the case of Uruguay, whose peso 
continued to depreciate in 2003, albeit at a significantly 
slower rate. The brisk pace of growth in Argentina was 
insufficient to make up for the slump in domestic demand 
experienced in 2002, and this kept exchange-rate 
fluctuations from passing through to prices. In addition, 
the high rate of unemployment reduced wage pressures. 
Lastly, owing to the regulations in force, the higher cost 
of basic services and fuels was not passed on to final 
consumers. 

Inflation in Venezuela has stayed relatively high 
since the devaluation in 2002 and the introduction of a 
fixed exchange rate in February 2003, but this 
circumstance is primarily linked to problems with the 
supply of goods as a result of the country’s economic 
and political situation. In addition to the restrictive 
measures applied to the foreign-exchange market in 
February 2003, the authorities established price controls 
for basic consumer goods and services, which account 
for more than half of the categories included in the CPI. 
In this context, the cumulative variation in the CPI in 
2003 was 27.1%. However, an alternative index prepared 
by Venezuela’s central bank to measure the prices of 
goods and services not subject to these controls shows 
an increase of 37.9% for the same period. The controls 
have effectively contained increases in the prices of 
certain products, but have not eliminated them: in 
December 2003, the prices of products subject to 
controls displayed a cumulative annual increase of 
18.2%, while the price index for products not subject to 
controls rose by 39.3%. 

The fourth and final category consists of the 
remaining countries, most of which had lower inflation 
in 2003 than in 2002. In countries with monetary 
policies based on inflation-targeting programmes 


(Chile, Colombia and Mexico), price increases stayed 
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within the target range established by the authorities, 
except in the case of Chile, whose final result (1.1%) 
was even lower than the target range (2% to 4%) and 
whose price index showed negative variations in the 
last few months. Inflation rates in Costa Rica, 
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Guatemala and Honduras in 2003 were similar to or 
slightly lower than their 2002 levels. Nonetheless, 
prices for housing services and transport services went 
up, especially in the final months of the year, as a result 
of the rise in international oil and fuel prices. 
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C. Employment and wages 
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1. General trends 


After a period of severe deterioration in the labour 
situation, which had persisted since 1998, in 2003 the 
incipient recovery of the Latin American and Caribbean 
economies had a slight positive impact on the region’s 
labour markets, manifested primarily by new job 
creation. Nevertheless, as the encouraging signs of 
renewed growth stimulated not only labour demand but 
also the labour supply, economic growth was too weak 
to provide enough productive occupations to 
accommodate both first-time job seekers and the sizeable 
ranks of the unemployed. Thus, even though the 
employment rate rose from 51.6% to 52.0%, 
unemployment remained elevated at 10.5%, maintaining 
the historically high level observed in the region since 
the end of the 1990s. Meanwhile, wages reflected trends 
in labour productivity, the current ratio between supply 
and demand in the labour market (particularly the high 
unemployment rate in some countries) and inflation 
patterns. As a result, in a group of 11 countries the 
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weighted average real wage fell by 4.4%, while the 
median real wage stagnated. 

In the first half of 2004, the situation in the region’s 
labour markets continued to be mixed. In some countries 
in which unemployment had increased significantly in 
the last few years, exceeding historical levels (Argentina, 
Uruguay and Venezuela), the year-on-year comparison 
of unemployment rates was favourable; in others, 
including the region’s two largest economies (Brazil and 
Mexico), the unemployment rate showed no signs of 
receding. Thanks to the performance of the first group 
of countries, regional unemployment is estimated to have 
declined to 10.3% in the first half of 2004, compared to 
10.7% in the same period of 2003. With respect to wages, 
in the initial months of 2004 the deterioration in wage 
levels became less severe in countries that had suffered 
substantial losses in this regard in 2003. Real wages 
rebounded significantly in Argentina, but changed little 
in the other countries. 


2. Expansion of the labour supply and unemployment 


For the past few years, the participation rate has closely 
shadowed the trend of the business cycle, with the result 
that the rate decreased from 58.4% to 58.0% between 
1998 and 2002 (weighted average for 14 countries). 
Thus, the increase in open unemployment was moderated 
by the fact that some people either withdrew from the 
labour market or postponed their entry into the 
workforce. This situation, however, tends to give rise to 
an increase in hidden unemployment; that is, the number 


of unemployed people who want to work but do not seek 
employment because they believe, possibly after a prior 
attempt to find work, that no jobs are available. When 
economic activity seems to be picking up, however 
incipiently, employment opportunities are perceived as 
improving and many such people may enter or return to 
the labour market. This appears to have occurred in 2003, 
as the participation rate increased from 58.0% to 58.4%, 
recovering from the previous decline (see table IV.3). 


9.5 — 10.4 

57.2 57.9 58.4 

55:3 56.8 58.2 

73:3 73.3 73.4 

36.7 40.0 41.8 

ae 52.9 52.5 
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51.9 Siler oly 51.4 51.4 
103.7 105.4 105.5 103.8 99.3 
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102.7 103.6 104.9 104.6 105.5 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures; see the tables in the statistical appendix. 


4 Preliminary figures. 


> Series adjusted because of the change of methodology in Brazil (2002/2003). 


© 414 countries. 
4 Simple average for 13 countries; the figures in the first column are for 1991. 


The countries’ individual experiences support the idea 
that the increase in labour participation in 2003 was mostly 
a procyclical phenomenon.® An analysis of the 14 countries 
for which data on the participation rate are available shows 
that seven of the eight countries that experienced faster 
economic growth than the previous year also had higher 
participation rates; meanwhile, of the six economies whose 
economic performance was worse than in 2002, only three 
recorded increases in the participation rate, while the other 
three experienced a decline in this figure. 


Most of the increase in participation rates was due 
to the rise in the number of women entering the region’s 
labour markets. In 10 of the 13 countries for which 
information is available, women’s participation rates rose 
by at least two tenths of a point (see table IV.3), signalling 
the resumption of a long-term trend that had been 
interrupted in previous years. Meanwhile, men’s 
participation rates dipped slightly, probably reflecting 
the fact that, in recent years, young men in the region 
have tended to undertake more years of education. 


6 This is nof always the case; for a more detailed analysis, see Economic Commission for Latin America and the Caribbean (ECLACQ), 
Economic Survey of Latin America and the Caribbean, 2001 -2002 (LC/G.2179-P/I), Santiago, Chile, November 2002. United Nations 


publication, Sales No. E.02.11.G.2. 


Panama 

Paraguay 

Peru 

Dominican Republic ; 

Uruguay A 12.4 
Venezuela 57.9 56.8 15.8 18.0 -10.1 -16.7 4.4 , 


Source:Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures; see the tables in the statistical appendix. 
@ Growth rates. me 
> Preliminary figures. 


i 


3. Employment trends 

In the context of the region’s incipient economic recovery, stimulated labour demand, so that production is 
the employment rate rose from 51.6% to 52.0%. As can becoming more labour-intensive. 

be seen in figure IV.4, this is a fairly significant increase, * The pressure exerted by the larger labour supply, 
considering that in recent years, comparable increases after several years of scarce employment 
have been observed only in situations of rapid economic opportunities, may have forced many people to seek 
growth. Possible reasons for the relative speed of job or generate low-productivity jobs. 

creation include the following: * Some recent methodological changes may have 
¢ In some countries, lower labour costs, and created measurement problems that have influenced 


particularly a sharp drop in real wages, may have this result. 


—e— Employment rate (14 countries) | 


me | source: onic Conison Ltn Ames anh Croan 
(ECLAC), on the basis of official figures. 


@ Preliminary figures. 


If the first hypothesis is true, then economic 
growth should be more labour-intensive in countries 
where real wages have fallen substantially (Brazil, 
Dominican Republic, Uruguay and Venezuela) than 
in countries with similar growth rates but no decline 
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in labour costs. However, the data for 2003 reveal a 


fairly close correlation between economic growth and 


the creation of wage employment, with no cases of 
significant divergence from the regional trend (see 
figure IV.5). 


| Figure IV.5 
LATIN AMERICA AND THE CARIBBEAN: ECONOMIC GROWTH AND CREATION 
OF WAGE EMPLOYMENT, 2003 * 
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. Source: Economic Commission for Latin America and the Caribbean 
(ECLAC), on the basis of official figures. 


4Preliminary figures. 
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the basis of official figures. 
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See Economic Commission for Latin America and the Caribbean (ECLAC), Economic Survey 
2000 (LC/G.2102-P/1), Santiago, Chile, December 2000. United Nations publication, Sales 


BBEAN: NET VARIATION IN EMPLOYMENT, 2003 @ 
(Percentages) 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on 


Note: The figures in brackets refer to the number of countries considered. 
Preliminary figures. 


No. E.00.II.G.2. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), 


on the basis of official figures. 


@ Preliminary figures. : 


Lastly, in recent years some countries have altered 
the methodology they use to measure labour market 
variables, so that the old and new series do not match. 
Despite efforts to make the figures comparable, the data 
from Brazil, in particular, tend to complicate the analysis, 
as they show significant growth in both wage and own- 
account employment even though GDP growth was 
stalled.’ If Brazil is excluded from the region-wide total, 
the increase in the employment rate is still four tenths 
of a percentage point, but with an economic growth rate 
of 2.7%, which is clearly more consistent with the 
previous trends illustrated in figure IV.4. 

Accordingly, the significant increase in the 
employment rate in 2003 was probably due mainly to 
the expansion of both wage and own-account 
employment —largely in response to the incipient 
recovery of the Latin American and Caribbean 
economies— and to the problems engendered by 
measurement adjustments resulting from methodological 
changes. 

Virtually all the new jobs created in 2003 were in 
the tertiary sector, with particularly rapid growth in 
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community, social and personal services; this segment 
alone accounted for more than half of the region’s new 
jobs (see figure IV.6). Employment in commerce, 
restaurants and hotels also increased significantly. In 
both cases, much of this job growth is probably related 
to the above-mentioned increase in own-account 
employment, implying that informal activity has 
expanded; in fact, the most recent figures show that 
over 46% of urban employment is in the informal 
sector.” Employment in financial and business services 
also rose markedly, however, after three years of low 
or negative growth. In the 1990s this was the branch 
with the highest rates of job growth, mirroring the large- 
scale modernization of the production structure. The 
fact that employment growth in this subsector bounced 
back to high levels in 2003 could indicate that many 
firms, after weathering some difficult years, are once 
again pursuing proactive strategies. 

In contrast to the situation in the tertiary sector, 
employment in agriculture declined, in a continuation 
of the trend it has followed since the 1990s, when this 
sector stopped being a net creator of employment. Its 


8 For details on these methodological changes, see Economic Commission for Latin America and the Caribbean (ECLAC), Preliminary 
Overview of the Economies of Latin America and the Caribbean, 2003 (LC/G.2223-P/I), Santiago, Chile, December 2003. United Nations 

_ publicatiofi, Sales No. E.03.1I.G.186. In 2003, Argentina also made changes in its labour market measurement system. 
9 See International Labour Organization (ILO), 2003 Labour Overview: Latin America and the Caribbean, Lima, Regional Office for Latin 


America and the Caribbean, 2003, p. 101. 


4. Wages 


In the region as a whole, the sluggishness of economic 
growth translated into moderate wage increases and, in 
some cases, sharp declines. The weighted average real 
wage fell by 4.4%, reflecting in part the wage losses 
recorded in Brazil; the median real wage, meanwhile, 
remained unchanged (see table IV.3). 

Over the long term, real wages mirror changes in 
labour productivity. In the short term, this linkage may 
be weakened by imbalances in the labour market or the 
effects of labour policy. It is therefore important to look 
at what happened in this regard in 2003. 

In most of the countries, wage policies continued 
to be geared to keeping minimum wages stable in real 
terms or allowing very modest increases. In some 
countries (the Dominican Republic, Uruguay and 
Venezuela), high inflation severely eroded the 
purchasing power of the real minimum wage. In only a 
few (Ecuador, Guatemala, Haiti and Honduras) were 
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minimum wages increased significantly, in an effort to 
improve the income of the working poor or to make up 
for previous losses. At the regional level (19 countries), 
these variations resulted in increases of 0.8% in the 
median real minimum wage and 0.3% in the weighted 
average (see table IV.3). Accordingly, wage policies had 
only a minor impact on changes in market wages. 

In some countries the weakness of labour demand, 
reflected in high unemployment levels, had the effect 
of limiting wage increases and preventing wage 
negotiations from resulting in agreements on 
compensation for losses of purchasing power, 
especially in the three high-inflation countries referred 
to above.'° Accordingly, these were the countries that 
diverged from the pattern of fairly close correlation 
between changes in real wages and changes in wage 
earners’ labour productivity which characterized the 
rest of the countries in 2003 (see figure IV.8). 


10 See Economic Commission for Latin America and the Caribbean (ECLAC), Preliminary Overview of the Economies of Latin America 
and the Caribbean, 2003 (LC/G.2223-P/I), Santiago, Chile, December 2003. United Nations publication, Sales No. E.03.11.G.186. 
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To assess changes in labour markets and the extent to 
which economic growth has influenced them, a labour 
performance index was constructed. This index is based 
on five subindices summarizing the countries’ results in 
terms of unemployment rates, employment rates, the share 
of wage employment as an approximation of the level of 
labour demand, an indicator of employment quality (which 
differs from one country to another) and the real average 
wage (or the real minimum wage, in some cases). The 
indices show results in both absolute terms —as they have 
a positive value when the indicator improves and a negative 
value when the opposite occurs— and relative terms, since 
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5. Labour performance and economic growth 


the country with the best (worst) performance is assigned a 
value of +1(-1) and the others are standardized in relation 
to this value. The labour performance index is the simple 
average of the five subindices.!! 

Figure IV.9 shows a relatively close correlation 
between economic growth and the labour performance 
index, which is not surprising if the different labour 
variables are considered in more detail. Out of the 15 
countries for which data were available, 8 had a negative 
index and 7 had a positive one; this indicates that the 
incipient recovery of economic growth did little to 
improve labour market conditions in 2003. 


11 The countries considered are those for which sufficient data were available to construct at least three subindices. 
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on the basis of official figures. 


4 Preliminary figures. 
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6. Trends in 2004 


At the beginning of 2004, a year-on-year comparison 
of regional data showed the persistence and 
deepening of the main trends observed the previous 
year: a sizeable increase in the participation rate and 
an even bigger increase in the employment rate. 
Based on the results posted by nine countries, the 
unemployment rate is estimated to have declined to 
10.3% in the first half of 2004, down from 10.7% in 
the same period of 2003. This positive development, 
however, is due not to widespread improvement in 
the region’s labour indicators, but mainly to the 
performance of Argentina, Uruguay and Venezuela, 
which are emerging from recent severe crises and 
had already begun to see a reversal, in 2003, of some 
of the negative labour trends associated with those 
episodes. 


In fact, the year-on-year comparison shows that 
unemployment actually increased in most of the other 
countries, although the circumstances vary (see figure 
IV.10). In some countries (Brazil and Mexico), burgeoning 
rates of labour participation outpaced the rise in 
employment levels. In others (Chile, Ecuador and Peru), 
the employment rate fell to a greater or lesser extent, 
translating into higher unemployment even though the 
participation rate remained constant or even diminished 
in these countries. Consequently, of the nine countries 
for which labour information is available for the first few 
months of the year, only Colombia (apart from the three 
countries that are recovering from serious crises) 
experienced a significant decline in unemployment, which 
was attributable primarily to a downturn in participation, 
as employment levels showed little change. 


ee 


_—* 


« 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
2 Preliminary figures. 


A similar situation can be observed with regard to 
real wages, which rebounded strongly in Argentina after 
the heavy losses suffered previously. Of the other 
countries for which information is available, only Chile 
recorded a significant increase in real wages at the 
beginning of the year, in a context of deflation that lasted 
for several months. Wages rose modestly in Colombia 
and Mexico, remained stagnant in Costa Rica and fell 
once again in Brazil, Uruguay and Venezuela, albeit to 
a lesser degree than in 2003 and with a tendency to level 
off (see figure IV.11). 

The outlook for the year as a whole continues to 
be mixed, with no signs of a more widespread recovery 
in the region’s labour markets. Although there have 
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been some isolated improvements, such as the slight 
expansion of formal employment in Chile, Mexico and 
Peru and the trends observed in the countries recovering 
from serious crises, the generation of productive 
employment is still weak in many economies. To speed 
up the reduction of unemployment in such countries, 
it is necessary to ensure that their economic growth is 
not overly dependent on natural resource-intensive 
sectors and to revitalize domestic demand, since 
productive activities that cater to the domestic market 
are generally more labour-intensive. In the current 
circumstances, the unemployment rate for the year as 
a whole is projected to be 10.0%, compared to 10.5% 
in 2003. 
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Source: Economic Commission for Latin America and the Caribbean 
(ECLAC), on the basis of official figures. 7 = 
@ Preliminary figures. 
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ai _ Introduction 
In recent decades Latin America’s per capita economic growth has been modest and volatile 
4 and has included cycles of prosperity, stagnation and negative growth. The last few decades 


of the twentieth century were characterized by shifting patterns of capital flows, recurrent 
terms-of-trade shocks, economic reforms and a swiftly changing global economy. In this 
context, economic growth rates in Latin America and the Caribbean reflect the complex 
interaction of different trends overlapping with cycles of varying intensity and duration. At 
the country level, a wide variety of growth histories can be detected; in the past 30 to 40 years 
different countries of the region have witnessed episodes of prosperity lasting nearly a decade, 


periods of stagnation or outright growth collapses. Some of these episodes are described in 


this chapter. 


1 This chapter is based primarily on A. Solimano and R. Soto, Economic Growth in Latin America in the Late Twentieth Century: Evidence 
and Interpretation (LC/R.2115), which was presented at the international workshop “Latin American Growth: Why so Slow?”, Santiago, 
Chile, Economic Commission for Latin America and the Caribbean (ECLAC), December 2003. 
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The growth regimes of recent decades have been 
shaped by the strong shocks experienced in the 1970s, 
1980s and 1990s and in the initial years of the twenty- 
first century. In the 1970s the region was able to cope 
with global shocks (such as the collapse of Bretton 
Woods exchange-rate parities and the two oil-price 
shocks) through abundant and cheap external borrowing, 
whose availability proved to be short-lived. Then came 
the debt crises of the 1980s, followed by a period of 
slow and erratic growth, along with macroeconomic 
instability. In the 1990s the region adopted market reform 
policies and, until 1997, enjoyed a new cycle of external 
borrowing on easy terms. Despite a cyclical growth 
recovery and efficiency gains, sustained growth again 
proved to be elusive. The latest cycle (1998-2003), which 
followed the Asian and Russian crises, gave rise to 
another period of sluggish growth comparable to the one 
experienced in the 1980s, although the slowdown was 
less severe. 

The purpose of this chapter is to analyse the growth 
patterns of the Latin American economy in the final 
decades of the twentieth century. The study will focus on 
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medium- to long-term growth, as opposed to short-term 
business cycles, and will assess the role of factor 
accumulation and total factor productivity in accounting 
for overall output growth. In addition, this chapter looks 
at the behaviour of public and private investment in the 
region in the 1970s, 1980s and 1990s. Also considered 
are the periods of prosperity observed in several of the 
region’s larger economies and the cases of growth collapse 
(prolonged recession) seen in recent decades. 

The chapter is divided into six sections. The second 
section analyses the main stylized facts of Latin 
America’s economic growth in the past 40 years. The 
third section identifies medium-term growth cycles as 
deviations from trend growth that can accumulate for 
decades, and also examines growth crises in Latin 
America. The fourth section analyses sources of growth, 
categorizing them as capital accumulation, labour and 
total factor productivity growth, for 12 of the region’s 
economies. The fifth section identifies several episodes 
of sustained growth and sustained decline in Latin 
America in the period 1960-2002. The sixth section 
presents the conclusions of this analysis. 


2. Empirical evidence and stylized facts concerning economic growth 


This section will look at the growth records of 12 Latin 
American economies (accounting for nearly 90% of the 
region’s GDP) over a period of 42 years, from 1960 to 
2002.” Table V.1 presents these countries’ rates of per 
capita GDP growth in that period. On the basis of these 
data, three stylized facts can be derived. 


Stylized fact 1: Long-term growth has been highly 
heterogeneous and volatile 


What is remarkable about the Latin American 
growth experience in this period is the variability and 
volatility of growth patterns, both across countries and 
over time within each country. In fact, the average 
growth of per capita GDP in these 12 countries between 
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1960 and 2002 was 1.6%, which is lower than the 
averages, for the entire twentieth century, of 2% in the 
United States and 1.7% in the world as a whole.? This 
suggests that, in the past four decades, the growth of 
the Latin American economies has lagged behind that 
of the world economy.* This pattern has at least two 
major implications for the region’s economic well- 
being and for poverty reduction: (i) at the observed pace 
of per capita GDP growth, it takes about half a century 
for per capita income to double, and (ii) given the 
unequal distribution of income in the Latin American 
economies and the region’s current poverty levels, an 
average per capita GDP growth rate of 1.6% will not 
allow the region to make much headway in reducing 
poverty. 


The economies considered are Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, Mexico, Peru 
> , ) , 


3 See Timothy Kehoe and Edward Prescott, “Great depressions of the twentieth century”, Review of Economic Dynamics, vol. 5, No. 1 
2002, and Angus Maddison, The World Economy: Historical Statistics, Paris, Organisation for Economic Co-operation and Development 


(OECD), 2003. 


4 “ mn . eet = oe F A AY 
The results of this comparison do not change when median rates are used instead of averages. 


Source: Andrés Solimano and Raimundo Soto, Economic Growth in Latin America in the Late Twentieth Century: Evidence and Interpretation (LO/R.2115), 


Paper presented at the international workshop “Latin American Growth: Why so Slow?”, Santiago, Chile, Economic Commission for Latin 


America and the Caribbean (ECLAC), December 2003. 
1965-2002, 1965-1980. 


_ Stylized fact 2: Latin America experienced a substantial 


slowdown in economic growth after 1980 


In terms of growth patterns, the sample can be 
divided into two sub-periods: 1960-1980 and 1981- 
2002.° For these 12 countries, the (unweighted) average 
rate of per capita GDP growth in the period 1960-1980 
was 3%, which was significantly higher than the 0.5% 
posted in the period 1981-2002. Meanwhile, the standard 
deviation of growth rates (a measure of the variability 
of growth) was 1.28 in the period 1960-1980 and 2.08 
in 1980-2002. This indicates that after 1980, economic 
growth became slower and more volatile than it had been 
in the previous 20 years. 


Two caveats are in order here: first, the 
deceleration in per capita growth rates observed in 
Latin America in 1980-2002 coincided with slower 
per capita growth in the world economy (see table 
V.2). Yet the decline in per capita GDP growth was 
much sharper in Latin America than it was in 
developed countries: in the United States, per capita 
GDP growth slipped from 1.7% a year in 1960-1980 
to 1.1% in 1981-2002. Second, as mentioned above, 
the slowdown in growth was not uniform across 
countries. Only one country (Chile) witnessed faster 
growth in per capita ouput in 1980-2002, while the 
other 11 countries saw their growth rates slow down 
in that period.® 


5 Setting the break at 1980 is to some extent arbitrary, but it is practical for purposes of comparison. In some countries, GDP growth started 
to decline somewhat before 1980 (as early as 1975), but in no case did the break occur after 1981. 
6 Growth rates in 1981-2002 were also quite heterogeneous: average per capita GDP grew by 1.1% in the 1990s, whereas it had contracted 


(-0.3%) in the period 1981-1990. 


In some countries, the rapid growth of the 1960s 
and 1970s was followed by a dramatic downturn. For 
example, in Brazil and Ecuador, GDP growth rates in 
1981-2002 reached only a fourth of their 1960-1980 
levels. In five countries (Argentina, Bolivia, Ecuador, 
Peru and Venezuela), average per capita GDP growth 
over the past 20 years has been negative. 


Stylized fact 3: There has been a major shift in the 
relative growth performance of the different countries 


Between 1960-1980 and 1980-2002 there was a 
considerable change in growth performance across 
countries. The fast-growing economies of the period 
1960-1980, defined as those whose annual rates of per 
capita GDP growth exceeded 3%, included Brazil, Costa 
Rica, Colombia, Dominican Republic, Ecuador and 
Mexico (see table V.3). In contrast, the ones that had 
grown the fastest in that period, Mexico and Brazil 
(which are also the region’s biggest economies), became 
slow-growing economies in the period 1980-2002, with 


annual rates of per capita GDP growth of between 0% 
and 1%. Interestingly, this drop-off is not solely 
attributable to the “lost decade” of the 1980s: in 1990- 
2002, average annual per capita GDP growth was only 
0.4% in Brazil and 1.3% in Mexico, far below the levels 
posted in the 1960s and 1970s. 

The countries in the “moderate growth” category 
in 1960-1980 —that is, those with annual per capita GDP 
growth of between 1% and 2%— were Chile, Peru, 
Venezuela and Uruguay. However, in 1980-2002 Chile 
was the only one with a “fast-growing” economy, as 
defined in this chapter, since its annual rates of per capita 
GDP growth exceeded 3%.’ In the period 1980-2002 a 
few economies —Argentina, Bolivia, Peru and 
Venezuela— experienced negative average per capita 
growth (see table V.3). This suggests that the Latin 
American countries’ growth paths have changed. Large 
economies such as Brazil and Mexico lost their lead after 
1980, and the dynamism they had formerly shown was 
seen only in Chile and the Dominican Republic, which 
have medium-sized economies. 


7 Analyses of the growth process in Chile in the 1990s and earlier can be found in Andrés Solimano, “The Chilean economy in the 1990s: 
on a “Golden Age” and beyond”, After Neoliberalism. What Next for Latin America?, Lance Taylor (ed.), Michigan, University of 
Michigan Press, 1999; Norman Loayza and Raimundo Soto (eds.), Economic Growth: Sources, Trends, and Cycles, Santiago, Chile, 
Banco Central de Chile, 2002; and Klaus Schmidt-Hebbel, “Chile’s takeoff: facts, challenges, lessons”, Chile: Recent Policy Lessons and 
Emerging Challenges, Danny Leipziger and Guillermo Perry (eds.), Washington, D.C., World Bank Institute, World Bank, 1999. 
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Growth cycles 


Growth cycles are not easy to define. From an analytical 
standpoint, economic growth processes have been 
studied at three levels: (i) long-term growth over a period 
of 50 years or more; (ii) medium-term growth over 
periods of between 10 and 30 years; and (iii) short-term 
(high-frequency) growth fluctuations over business 
cycles of up to 4 years.® 

Time series of GDP growth, in turn, reflect the 
complex interaction of trend and cyclical growth of 
different frequencies. In the present analysis, the aim 
is to detect cycles of prosperity and cycles (or phases) 
of slow growth or stagnation that last for a substantial 
period of time, such as a decade or more. Again, the 
focus here is on growth cycles rather than business 


cycles, although the latter may be correlated with 
medium-term growth cycles.’ 

_ To identify growth cycles, this analysis will use a 
criterion based on a comparison between the dynamics 
of per capita GDP growth and long-term trend growth. 
It is assumed that there are no changes in the capital- 
output ratio and that trend growth in GDP per working- 
age person is driven by the development of knowledge 
useful for production.!° In addition, it is assumed that 
trend growth is exogenous and that knowledge grows 
smoothly over time at a constant rate determined by the 
rate of per capita GDP growth in the leading 
industrialized country, the United States; as noted 
earlier, this rate was 2% a year in the twentieth century.!! 


8 See Lant Pritchett, “Understanding patterns of economic growth: searching for hills among plateaus, mountains and plains”, The World 
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Bank Economic Review, vol. 14, No. 2, May 2000; and Diego Comin and Mark Gertler, “Medium term business cycles”, NBER Working 
Papers, No. 10003, National Bureau of Economic Research, 2000, on the volatility of growth and the decomposition of growth series. 
Earlier literature dealt with the overlapping of cycles that vary in frequency and duration. For example, Joseph Schumpeter, in Business 
Cycles. A Theoretical, Historical, and Statistical Analysis of the Capitalist Process, vol. 1, McGraw-Hill Book Company, 1939, identified 
at least three cycles: a short-term cycle of no more than 4 years (Kitchen cycle), a medium-term cycle of more than 10 years (Juglar cycle) 
and a long-term cycle of approximately 50 to 70 years (Kondratieff cycle). 

A. Fatds, “The Effects of Business Cycles on Growth”, in Economic Growth: Sources, Trends and Cycles, N. Loayza and R. Soto (eds.), 
Santiago, Chile, Banco Central de Chile, 2002. 5 

See Robert Solow, “Technical change and the aggregate production function”, Review of Economics and Statistics, vol. 39, August 1956, 
and Timothy Kehoe and Edward Prescott, “Great depressions of the twentieth century”, Review of Economic Dynamics, vol. 5, No. 1, 2002. 


The trend in per capita GDP growth in the United States and other developed economies between 1960 and 2002 is sometimes said to 


comprise two regimes: one in 1960-1980, of about 2.3% a year, and one in the rest of the period, of 1.7% a year. Since this break is 
inconsequential for the purposes of this study, a 2% benchmark has been used. 


wuthors have even | 1e earl} 
t ea 's” —in a modern s a protracted period of 
fers from the c al definition used to describe and in the early 1990s 


1930s-style depressions— to describe periods in which growth accelerate more sharply above trer cee a Se 
2 ~~ ~~ —w os —* cn Ns a rhe » 
Figure V.1 , = a - 
REAL PER CAPITA GDP AND LONG-TERM TRENDS — ie 
(1960=100) ~ aS, ee 
ee wit 7 M 
ARGENTINA BOLIVIA « —_ 
(1960=100) (1960=100) . 


1960 1964 1968 1972 1976 1980 1984 1988 1992 1996 2000 1960 1964 1968 1972 1976 1980 1984 1988 1992 1996 2000 


— Trend — Real per capita GDP ——Trend —Real per capita GDP ~~ 


BRAZIL CHILE 
(1960=100) (1960=100) 


1960 1964 1968 1972 1976 1980 1984 1988 1992 1996 2000 1960 1964 1968 1972 1976 1980 1984 1988 1992 1996 2000 


IS —Trend —Realper capita GDP ——Trend —~Real per capita GDP 


12 Lant Pritchett, in “Understanding patterns of economic growth: searching for hills among plateaus, mountains and plains”, The World 
Bank Economic Review, vol. 14, No. 2, May 2000, uses a wider typology of growth states that distinguishes among categories such as 
steady growth at high income levels, poverty traps, rapid growth, growth implosion and others, This demonstrates the complexity of 
devising an all-encompassing typology of growth regimes. See also Andrés Solimano (ed.), Roadmaps to Prosperity. Essays on Growth 
and Development, University of Michigan Press, 1996, 

13 See Timothy Kehoe and Edward Prescott, “Great depressions of the twentieth century”, Review of Economic Dynamics, vol. 5, No. 1, 2002. 
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Source: Andrés Solimano and Raimundo Soto, 


Economic Growth in Latin America in the Late Twentieth Century: Evidence and 


Interpretation (LC/R.2115), paper presented at the international workshop “Latin American Growth: Why so Slow?”, 
Santiago, Chile, Economic Commission for Latin America and the Caribbean (ECLAC), December 2003. 


mentioned earlier, posted negative average per capita 
GDP growth in 1980-2002. _ 

Argentina’s per capita GDP growth began to fall 
below trend in the late 1970s; despite cyclical growth 
accelerations (in the first half of the 1990s, for example), 
it failed to show a sustained return to trend. Uruguay’s 
per capita GDP growth has deviated from the 
international long-term trend since the early 1960s and 
has displayed an irregular, cyclical pattern. In Bolivia, 
per capita GDP growth began to decline in relation to 
trend in the late 1970s. In Venezuela, an oil-exporting 
country, GDP growth began to diverge from the 
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1960-1980 


Latin American countries 
Argentina 

Bolivia 

Brazil 

Chile 

Colombia 

Costa Rica 
Ecuador 

Mexico 

Peru 

Dominican Republic 
Uruguay 

Venezuela 

Average 
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volatility of te eae process in ay pee es 
since 1980. Some of these crisis episodes were trigg 

by common external shocks such as the debt crisis of the | 
early 1980s. However, domestic policies and country-— 
specific volatility (inflation, fiscal deficits, exchange-rate 
volatility) also came into play at various times in various 
countries, notably Argentina and Venezuela. : 


Percentage of crisis 
years out of the 


1981-2002 1961-2002 total period 

1 17 41.5 
10 14 34.1 
9 12 29.3 
3 9 22.0 
7 7 17.4 
8 10 24.4 

8 10 24.4 . 

8 8 19.5 

10 15 36.6 | 
4 8 19.5 
9 15 36.6 
12 18 43.9 
8.3 11.9 29.3 


Source: Andrés Solimano and Raimundo Soto, Economic Growth in Latin America in the Late Twentieth Century: Evidence and Interpretation (LC/R.2115) 


paper presented at the international workshop “Latin American Growth: Why so Slow?”, 


America and the Caribbean (ECLAC), December 2003. 
* A “growth crisis” is defined as a year of negative GDP growth. 


Santiago, Chile, Economic Commission for Latin 


14 To put the high frequency of growth crises in Latin America in perspective, the exercise can be repeated for a reference group of six 
European and Asian economies: Ireland, Philippines, Republic of Korea, Spain, Thailand and Turkey. In these countries the average 
number of years with negative growth is five, which is less than half the average number in the 12 Latin American countries in the period 
1961-2002. The countries with the highest incidence of growth crises are Turkey and the Philippines, and here again, the highest number 
of crises took place between 1980 and 2002. See Andrés Solimano and Raimundo Soto, Economic Growth in Latin America in the Late 
Twentieth Century: Evidence and Interpretation (LC/R.2115), paper presented at the international workshop “Latin American Growth: 
Why so Slow?”, Santiago, Chile, Economic Commission for Latin America and the Caribbean (ECLAC), December 2003. 
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The data presented in table V.5 suggest that capital 
accumulation declined (investment rates fell) after 1980 
in all the Latin American countries except Chile, but 
this effect is not strong enough to explain a very high 
proportion of the differences between the Latin American 
economies in terms of growth performance. On average, 
lower capital accumulation accounts for only six tenths 
of a percentage point, or roughly one third, of the drop 
in GDP growth for the 12 countries as a whole. 
Nevertheless, the impact has been much stronger in some 
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countries: in Brazil, Mexico and Venezuela it accounts 
for about 1.5 percentage points, while in Argentina it 
accounts for 1 percentage point. Even so, in these cases 
lower capital accumulation still accounts for only one 
third of the total drop in GDP growth. On the other hand, 
the contribution of capital accumulation in faster- 
growing economies such as Chile remained unchanged 
throughout the period, suggesting that capital 
accumulation plays a limited role in determining 
differences in long-term growth. 


Table V.5 
SOURCES OF GROWTH IN LATIN AMERICAN ECONOMIES 
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Source: Andrés Solimano and Raimundo Soto, Economic Growth in Latin America in the Late Twentieth Century: Evidence and Interpretation (LC/R.2115), 
paper presented at the international workshop “Latin American Growth: Why so Slow?”, Santiago, Chile, Economic Commission for Latin 


America and the Caribbean (ECLAC), December 2003. 


Table V.6 shows trends in private and public 
investment since 1970, where data are available. These 
data suggest that, in general, the decline in the 
contribution of capital to growth is not the result of lower 
investment rates in the private sector after 1980.!5 

Only in Bolivia and Ecuador was there a significant 
fall, of about 1 percentage point, in private investment 
as a proportion of GDP between 1970-1980 and 1981- 
2002.'° Public investment, on the other hand, went down 


15 The private investment figures were taken from International Finance Corporation (IFC), 
countries: statistics for 1970-2000 and the impact on private investment of cor 


in 7 of the 12 countries, with Argentina posting the 
steepest downturn. Clearly, the fiscal crises and 
adjustment policies of the past two decades have taken 
a toll on public investment. 

This information suggests that public investment 
may have an important role to play as a source of 
growth.'’ Nevertheless, the mechanics of public 
investment’s contribution to growth are not easy to 
decipher, as a lower public investment rate is not always 


“Trends in private investment in developing 
ruption and the quality of public investment”, JFC Discussion 


Papers, No. 44, 2002. The figures include investment by decentralized public firms. 
16 The figures for Venezuela for the period 1970-1980 do not distinguish between private and public investment. 


17 See also Calder6én and Serven (eds.), The Limits of Stabilization. Infrastructure, Public Deficits and Growth in L 


D.C., World Bank, 2003. 
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Source: Andrés Solimano and Raimundo Soto, Economic Growth in Latin America in the Late Twentieth Century: Evidence and Interpretation (LC/R.2115), 
paper presented at the international workshop “Latin American Growth: Why so Slow?”, Santiago, Chile, Economic Commission for Latin 
America and the Caribbean (ECLAC), December 2003, on the basis of International Finance Corporation (IFC), “Trends in private investment 
in developing countries: statistics for 1970-2000 and the impact on private investment of corruption and the quality of public investment”, /FC 
Discussion Papers, No. 44, 2002, and International Monetary Fund (IMF), /nternational Financial Statistics, various issues. 


18 See L. Serveh and A. Solimano, Striving for Growth After Adjustment. The Role of Capital Formation, Washington, D.C., World Bank, 1993. 
19 SeeR. Pindyck and A. Solimano, “Economic Instability and Aggregate Investment”, Macroeconomic Annual, National Bureau of Economic 


Research (NBER), MIT Press, 1993. 
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The contribution of labour to GDP growth has been 
stable in almost all the countries, and thus cannot be 
considered a significant factor in either the slower growth 
of the past two decades or the differences between the 
growth paths of the various Latin American economies. 
On average, changes in the labour share between the 
periods 1960-1980 and 1981-2002 account for a mere 
three tenths of a percentage point of the decline. 
Nevertheless, for some economies, such as those of 
Brazil and Colombia, the demographic transition brought 
about a significant reduction in the growth of total GDP. 
Since changes in the contributions of labour and capital 
do not seem to be major sources of changes in growth 
rates, developments with respect to TFP should be 
considered. In every period and every country, TFP has 
been an important determinant of GDP growth.” In the 
period 1960-1980, TFP grew at roughly the same rate 
as in the developed countries (1.5% to 2% a year) in 
most of the countries in the sample; the exceptions were 
Chile, Peru and Uruguay, whose productivity rose more 
slowly. Two countries, Ecuador and the Dominican 
Republic, exhibited very high TFP growth rates in that 
period. Between 1981 and 2002, however, TFP stopped 
growing in almost all the economies; it was negative in 
7 of the 12 countries (Argentina, Bolivia, Brazil, 
Ecuador, Mexico, Peru and Venezuela) and close to zero 
in Colombia and Costa Rica. Only in Chile and the 
Dominican Republic was TFP growth significant enough 
to push up per capita GDP (although this situation 
changed in the Dominican Republic in 2002-2003). The 
weak performance of TFP growth is puzzling, 
considering that the economic reforms of the 1990s were 
intended to raise productivity by leading to a steady 
acceleration of TFP growth or, at least, to a one-time 
increase. The findings of this analysis with regard to the 
importance of TFP growth for GDP growth and the 
declining trend in TFP in a number of the region’s 
economies are consistent with those obtained a decade 
ago by Elias.2! In a comparative study on sources of 
growth in seven Latin American economies, that author 
estimated average growth rates of 1.4% for TFP and 5% 
for GDP in the period 1940-1980.”* This implies that 


. 


Economic Commission for Latin America and the Caribbean 


about 30% of GDP growth in that period was explained 
by TFP growth. In addition, the decade-average 
calculations of TFP growth by country from the 1940s 
to the 1980s show a pattern of declining TFP growth 
over that period in all seven of the countries considered. 

Hofman calculated TFP growth rates in the sub- 
periods 1950-1973, 1973-1980, 1980-1989 and 1989- 
1994 in six Latin American countries (Argentina, Brazil, 
Chile, Colombia, Mexico and Venezuela).”? That study 
also found that average TFP growth rates decreased in 
the countries and sub-periods considered, although a 
recovery in TFP growth was observed in the first half of 
the 1990s. On average, annual TFP growth was 2.5% in 
1950-1973, 1.1% in 1973-1980 and -0.9% in 1980-1989, 
and rebounded to 1.8% in 1989-1994. 

The substantial impact of TFP growth on GDP 
growth is not only observed over the very long term. 
Figure V.2 shows that, in the short term, changes in 
TFP are strikingly similar to changes in GDP per 
working-age person. It can therefore be deduced that, 
to a large extent, GDP growth trends reflect changes 
in the efficiency and rate of utilization of capital and 
labour. Figure V.2 also shows that TFP growth paths 
have been dissimilar in different countries over the 
past four decades. In most of the economies, both TFP 
and GDP per working-age person rose markedly 
between the 1960s and the late 1970s. The only 
exceptions were Chile, the Dominican Republic and 
Uruguay, whose growth was moderate in that period. 
After 1980 there was a remarkable recovery in TFP 
and GDP growth in Chile and the Dominican 
Republic. On the contrary, TFP and GDP per working- 
age person plummeted in Bolivia, Peru and Venezuela: 
by 2000, these countries’ TFP levels were as low as 
they had been in the mid-1960s, if not lower. In this 
sense, the past four decades have been virtually lost 
for these countries. Two countries deserve special 
attention because of their contrasting experiences 
before and after 1980: Mexico and Brazil, whose GDP 
and TFP growth was vigorous and substantial in the 
1960s and 1970s, but has slowed down significantly 
in both economies over the past two decades. 


20 On the basis of equation (1), GDP growth per working-age person can be expressed as: GDP, -N, = A, +afi, + aK, +(1-a@)é, +(1- a), -N 
where N, is the working-age population (between 15 and 65 years of age) and the other variables are as defined in box V. " Hence GDP 
per working-age person grows as a result of increases in productivity, capital utilization, capital accumulation, worker efficiency aid the 
number of hours worked, and shrinks as the growth of the working-age population increases. 


Growth, 1992. 


2 V. Elias, Sources of Growth. A Study of Seven Latin American Economies, Fundacién Tucuman and International Center for Economic 


The seven countries considered were Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela. 
23. A. Hofman, The Economic Development of Latin America in the Twentieth Century, Edward Elgar, Cheltenham, UK Northampton, 2000 
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Source: Andrés Solimano and Raimundo Soto, Economic Growth in Latin America in the Late Twentieth Century: Evidence and 
Interpretation (LC/R.2115), paper presented at the international workshop “Latin American Growth: Why so Slow?”, Santiago, 
Chile, Economic Commission for Latin America and the Caribbean (ECLAC), December 2003. 
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represents an improvement in producti ity that can be 

obtained by reallocating resources from a less 

productive activity to a more efficient one. The EF, 

curve represents a new, more efficient expected 

balanced growth path. Movement from any point on 
a mies. EL serochcslviey I Sele j in devel Ed EF, towards a point on EF, reflects a net improvement 
<4 economies can be regarded as the economic “frontier” in productivity. : 


Je es Figure V.3 
MOVEMENTS TOWARDS EFFICIENCY FRONTIERS 


Productivity 


Source: Economic Commission for Latin America and the Caribbean 


(ECLAC). 
Also with respect to figure V.3, productivity gains inefficient point below the efficiency frontier than by 
are probably easier to obtain by moving from an following the displacement of that frontier. 


24 The nine ec6nomies considered were Hong Kong Special Administrative Region of China, Indonesia, Malaysia, Philippines, Republic of 
a, in the period 1960-1995 (S. Iwata, Mohsin Khan and Hiroshi Murao, 


Korea, Singapore, Taiwan Province of China, Thailand and Chin 
“Sources of economic growth in East Asia: a non-parametric approach”, IMF Staff Papers, vol. 50, No. 2, 2003). 


ences bo a given 
coun cross di countries. For this reason, — (si of the eig! 
the analysis of average growth in each decade must be 1960s and 1970s, while only tw 
complem on growth episodes (and and the Domi n Republic— 


episodes of stagnation and decline). — “tan sustained growth since 1980. In all the others, the 
In this analysis, an episode of sustained growth is episodes of sustained growth ended either in the mid- 

defined as a period in which per capita GDP growth 1970s or by 1980. Episodes of rapid and sustained 

exceeds 2% per year for at least six years in a row (to growth took place under import-substitution regimes . 

exclude upturns that merely reflect spending booms, in the 1960s (Mexico) and 1970s (Brazil), and episodes 

this definition is complemented with a similar one for of sustained growth took place under market reform 


TFP growth, with a 1.3% benchmark). According to policies in the 1990s (Dominican Republic and 
this definition, a period in which per capita GDP growth Chile).?° 


: Table V.7 
EPISODES OF SUSTAINED ECONOMIC GROWTH IN LATIN AMERICA 


Per capita GDP growth of more than 2% per year 
for six consecutive years or longer 


Length of Cumulative per Contribution Contribution of 

episode capita GDP of total factor capital and 

(years) growth (%) productivity (%) labour (%) 
Bolivia1 965-1973 9 34.8 36.7 -1.9 
Brazil 1971-1980 10 67.7 325 so 
Chile1986-1997 . 11 91.1 So 46.5 
Colombia 1968-1974 if 24.9 20 4.9 | 
Costa Rica 1965-1974 10 41.9 23 18.9 
Dominican Republic 1992-2000 9 Silt 29 22.1 
Ecuador1972-1980 9 53.6 40.1 235 : 
Mexico 1963-1270 8 33.5 25 8.3 


Source: Andrés Solimano and Raimundo Soto, Economic Growth in Latin America in the Late Twentieth C tury: Evidence and Interpretation (LC/R.2115), 
paper presented at the international workshop “Latin American Growth: Why so Slow?”, San iago, Chile, Economic Commission for Latin 
America and the Caribbean (ECLAC), December 2003. 


25. See Andrés Solimano, “The Chilean economy in the 1990s: on a ‘Golden Age’ and beyond”, After Neoliberalism. What Next for Latin 
America?, Lance Taylor (ed.), Michigan, University of Michigan Press, 1999; Norman Loayza and Raimundo Soto (eds.), Economic 
Growth: Sources, Trends and Cycles, Santiago, Chile, Banco Central de Chile, 2002. 
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The intensity of these growth cycles differs 
considerably from one country to another. Among the 
Latin American economies, Chile has had the cycle with 
the highest cumulative per capita GDP growth, with a 
91% increase over 11 years. At the other end of the 
spectrum, the growth cycles of Bolivia, Costa Rica and 
Mexico were among the most moderate in terms of 
cumulative increases in GDP. 

Another distinctive feature of most of these 
growth cycles is that about 50% of the cumulative 
growth in GDP has been due to equal increases in 
TFP and the other 50%, to factor accumulation (as in 
the cases of Brazil, Chile, Costa Rica and the 
Dominican Republic). This type of cycle reflects 
movement along the balanced growth path. 
Conversely, the episodes in Bolivia and Colombia 
suggest that growth was largely due to TFP, which is 
consistent with movement from a lower point towards 
the efficiency frontier rather than movement of the 
frontier itself. 


~* 


In addition to cycles of sustained growth, the 
experience of the Latin American countries suggests the 
existence of cycles of sustained decline (or protracted 
growth crises), defined as periods in which per capita 
GDP growth is less than 1% a year for five years in a 
row. On the basis of this definition, four episodes of 
sustained decline were identified in Latin America (see 
table V.8). Again, these episodes have an important 
feature in common: in every case, the drop in per capita 
GDP was accompanied by a downturn in TFP (negative 
growth). In fact, in nearly every case the accumulation 
of capital and labour was positive; that is, the economy’s 
effort to grow by accumulating factors was outpaced by 
a decline in the efficiency with which resources were 
used, so that the net result was negative growth. Further 
research on growth episodes (or protracted growth crises) 
should identify the factors that have generated, sustained 
and eventually ended periods of prosperity, as well as 
the factors that have plunged economies into protracted 
growth crises or stagnation. 


Table V.8 
EPISODES OF SUSTAINED ECONOMIC DECLINE IN LATIN AMERICA 


Length of 
episode 
(years) 
Bolivia1 978-1988 11 
Peru 1988-1992 5 
Uruguay1981-1985 5 
Venezuela 1978-1985 8 


Per capita GDP growth of less than 1% per year 


for five consecutive years or longer 


Cumulative Contribution of Contribution of 
per capita total factor capital and 
GDP growth (%) productivity (%) labour (%) 
-26.2 -29.9 3.6 
-29 -31.8 Zall 
-20.1 -15 -5.1 
-24.2 -29.4 52 


Source: Andrés Solimano and Raimundo Soto, Economic Growth in Latin America in the Late Twentieth Century: Evidence and Interpretation (LC/R.2115), 
paper presented at the international workshop “Latin American Growth: Why so Slow?”, Santiago, Chile, Economic Commission for Latin 


America and the Caribbean (ECLAC), December 2003. 
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6. Conclusions 


Over the past 40 years, Latin America’s economic 
growth has been modest and unstable. Per capita GDP 
growth in that period amounted to 1.6% (12 economies), 
a meagre performance by international standards. This 
growth record has precluded faster improvement in the 
region’s living conditions and has delayed progress in 
reducing poverty. 

Economic growth was slower and more volatile in 
1980-2002 than it had been in the two decades 


preceding that period. The 1980s were a bad decade 
for growth in the region owing to the effects of debt 
crises, reduced external financing and macroeconomic 
instability. In the 1990s growth began to recover, as 
capital inflows resumed and reforms were adopted. This 
process came to a halt in 1997, however, when the Asian 
crisis broke out. Subsequently, the period 1998-2003 
represented more than a half-decade of sluggish growth 
in the region. 
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In the final decades of the twentieth century, the 
Latin American growth experience was marked by three 
major characteristics: (a) wide variability in growth rates, 
both between countries and over time within countries; 
(b) achange in the spatial distribution of growth between 
1960-1980 and 1980-2002, whereby large countries 
whose economies had been fast-growing prior to 1980 
(Mexico, Brazil) saw a sharp slowdown in growth, while 
some small and medium-sized economies (Chile, 
Dominican Republic) became fast-growing between the 
mid- to late 1980s and the late 1990s; and (c) growth 
implosions (sustained declines) in many countries over 
the past two decades (Argentina, Bolivia, Peru, 
Venezuela). Clearly, there is no single explanation for 
such a variety of growth experiences. Since the 1970s 
the Latin American region has had serious problems in 
overcoming external shocks and adjusting to a more 
competitive and volatile global economy. Moreover, 
common external shocks have triggered a variety of 
domestic responses that have been reflected in the 
different growth paths followed by different economies. 
At the regional level, the economic reforms of the 1990s 
did not, in general, lead to sustained increases in growth, 
except in Chile and the Dominican Republic. Even these 
two economies were not immune to the prolonged 
growth slowdown triggered by the Asian crisis; 
moreover, the Dominican Republic suffered a serious 
financial and exchange-rate crisis in 2003. 

The period 1980-2002 was characterized not only 
by lower average growth in the region, but also by a 
dramatic increase in the frequency of growth crises 
(years of negative growth) with respect to earlier decades. 
The countries with the most frequent growth crises in 
the last two decades of the twentieth century were 
Venezuela (12 years out of 22) and Argentina (11 years 
out of 22). A combination of domestic instability and 
external factors plunged these countries into repeated 
growth crises, with dire consequences for the well-being 
of their citizens. 

The sources-of-growth analysis presented earlier in 
this chapter shows that the slowdown in capital formation 
explains, on average, about one third of the deceleration 
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in GDP growth since 1980 in Latin America, although 
the percentage is higher for Mexico, Brazil and 
Venezuela. However, the acceleration of growth in the 
Dominican Republic and Chile in the 1990s is explained 
by the faster pace of both TFP growth and capital 
accumulation. 

The data show that between 1980 and 2002, public 
investment in the region was more volatile than private 
investment. In that period, most of the Latin American 
countries adopted adjustment measures to cope with 
recurrent fiscal crises, which gave rise to repeated cuts 
in public investment. Except in Chile, these cuts were 
not offset by a significant increase in private investment. 

The episodes of sustained growth and sustained 
decline identified in this chapter highlight the variety of 
both the factors that drive sustained growth and the 
factors that stop growth and send economies into a 
downward spiral of economic decline, sometimes for 
long periods. Eight cases in which per capita GDP 
growth exceeded 2% per year were identified, and the 
average length of these episodes was found to be nine 
years. Interestingly, these growth episodes were 
accompanied by sustained increases in TFP. They 
occurred not only under the import-substitution policies 
of the 1960s and 1970s (in Brazil and Mexico, for 
example), but also under the more market-oriented 
policies of the 1990s (in Chile and the Dominican 
Republic). The analysis also identified four cases of 
sustained decline lasting at least five years in a row. These 
episodes of protracted growth collapse have substantially 
reduced standards of living and increased poverty in the 
countries concerned. 

Between 1980 and 2002 TFP grew at negative rates 
in 7 out of the 12 economies considered. TFP growth 
was Close to zero in Colombia and Costa Rica and was 
positive in the two economies that grew the fastest in 
that period: the Dominican Republic and Chile. The 
downturn in TFP growth in many of the region’s 
economies since the 1960s, in the context of Latin 
America’s modest rates of per capita GDP growth over 
the past 40 years, is a very troubling feature of the 
region’s growth dynamics. 
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construction and manufacturing, played a major role in the recovery of economic activity. 


“ 
In the external sector, merchandise imports rebounded 


‘strongly, rising by 54%, while exports were up by 14%, 
buoyed by favourable external prices. The trade account 
once again ran a sizeable surplus, as did the current 
account, even though the weakness of demand from 
‘Brazil hurt exports of more highly processed goods. 
Thanks to the economy’s faster growth, employment rose 
significantly and unemployment fell from 20.4% to 
14.4% between the first quarter of 2003 and the same 


period of 2004. 


The cumulative inflation rate for 2003 was 3.7%; in 

the first few months of 2004 monthly inflation rates 

exceeded this figure, although they remained in the single 

digits. The national public sector’s primary surplus rose 

to 2.3% of GDP in 2003 as a result of a sharp increase in 
tax receipts. 

Argentina’s relations with the International Monetary 
Fund (IMF) were strained at times, despite the country’s 
good fiscal results, which even surpassed the established 
targets. In addition, the issue of restructuring public debt 
with private creditors remained to be settled. This 
represented a major element of uncertainty, but did not 
hold back the economic recovery. Likewise, the political 


transition that followed the elections did not significantly 
affect the economy’s performance, nor did it alter the 
features of economic policy management. 

The crisis of 2001-2002, which involved many 
macroeconomic, financial and fiscal factors, called the 
whole system of contracts into question. In the past few 
years, in the context of a struggling economy and a much 
higher real exchange rate, the adjustment of contracts 
(especially those denominated in dollars) has been a 
central issue. This process has kindled a number of debates 
and conflicts, some of which have died down, while others 
were still unresolved as of mid-2004. 

Operations to convert dollar loans and bank deposits 
into pesos and the rescheduling of deposits raised a storm 
of controversy. Legal actions seeking to invalidate the 
“nesification” of deposits -which sometimes generated 
friction between the executive and judicial branches— 
concluded with a ruling in favour of the complainants, 
although the decision was limited in scope and did not 
cause significant financial disturbances. Resources began 
to flow back into banks, despite falling interest rates, with 
the result that restrictions on funds availability could safely 
be lifted. Credit, however, is recovering very slowly. 


1995 1996 1997 1998 1999 2000 2001 2002 2003 


| <a Gross domestic product 
G Per capita gross domestic product 


1995 1996 1997 1998 1999 2000 2001 2002 2003 


@ Current account balance 
Trade balance (goods and services) 


1995 1996 1997 1998 1999 
_ BExchange rate against the dollar 


Percentages of GDP 


1995 1996 1997 1998 1999 2000 2001 2002 2003 


@ Primary balance 
Overall balance 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


2 December-December variation. 


The impact of the financial crisis was absorbed in 
part by the public sector, which accordingly issued a large 
amount of debt. The government met the servicing 
requirements of these new liabilities and of outstanding 
liabilities with multilateral institutions. The restructuring 
of privately-held debt is yet to be arranged, for an amount 
which, at the time of the default, was close to US$ 80 
billion. In September 2003 the government outlined an 
initial exit strategy, which involved substantial write-offs; 
in June 2004 it made a formal proposal —which included 
the recognition of interest accrued since the declaration 
of default— that was predicated on the assumption of a 
public-sector primary surplus on the order of 3% of GDP. 


Meanwhile, non-bank corporate debt was the 
subject of various renegotiation processes, many of 
which concluded with agreements to extend maturities 
and, in some cases, to reduce interest or principal. 
Contracts for the provision of privatized services were 
another important issue. 

The authorities avoided rate adjustments and made 
any increases contingent on agreements with suppliers, 
which included reviews of pre-crisis performance and 
the establishment of investment programmes. This issue 
was particularly important in 2004, when signs of a 


natural gas shortage affected domestic supply and 
exports to Chile. 
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2. Economic policy 


(a) Fiscal policy 


Significant primary surpluses were generated as the 
economy picked up. Apart from the voluminous debt 
arrears and persistent structural problems that continued 
to weigh on fiscal policy, the public sector’s cash 
transactions did not come under significant pressure, 
something that had not occurred for a long time. 

In 2003 receipts of taxes levied by the national 
government were up by 50.6% in nominal terms, rising 
to 2.3% of GDP. The biggest proportional increase was 
in taxes on income and assets, while VAT receipts also 
rose sharply (by 37%). Social security revenues showed 
below-average growth (18%). In recent years, export 
duties and the tax on bank credits and debits —both of 
which, in principle, were imposed as temporary 
measures— have become important elements of the tax 
structure. Overall, taxes on foreign trade and on bank 
transactions accounted for about 21% of total receipts 
in 2003, which was somewhat higher than the 19.6% 
posted in 2002. 

Government expenditure also expanded in 2003. Its 
real value had fallen considerably in 2002, reflecting 
the drop in the real value of wages and pensions. Primary 
expenditure amounted to 18.2% of GDP, more or less 
equalling its 2001 level. The expansion was concentrated 
in transfers to the provinces, as an automatic effect of 
dividing up a larger volume of tax receipts. 

Despite the country’s positive cash balances, public 
debt rose substantially in 2003. The national public 
sector’s total liabilities at the end of the year approached 
US$ 179 billion (compared to US$ 137 billion at the 
end of 2002). Part of the increase was the result of 
accrual-basis accounting for back interest on the debt in 
default. The revaluation of euro-denominated liabilities 
and of price-indexed local-currency liabilities and the 
transfer of provincial-government debt to the national 
government also played a role. In addition, the authorities 
continued to issue bonds to savers in the financial system 
whose deposits had been rescheduled, and also issued 
securities to raise funds for reversing, with retroactive 
effect, the cutbacks that had been made in civil-service 
wages and retirement pensions, since those cutbacks had 
been overturned by a court decision. 

In the first six months of 2004 tax collection 
continued to rise, exceeding its level of the year-earlier 
period by 43.5%, thanks in particular to VAT and profit- 
tax receipts. As a result, the government easily met the 


primary surplus targets laid down in the IMF agreement, 
to the point where the figure set for the year as a whole 
had already been surpassed by May. 

The distribution of taxes between the national 
government and the provinces is a matter of perennial 
debate in Argentina. As of mid-2004 negotiations on a 
new revenue-sharing system were still in progress. One 
critical element of the discussion was the level of resources 
to be assigned to the province of Buenos Aires. 
Meanwhile, the government presented a draft law on fiscal 
responsibility, whose provisions include limits on debt 
servicing that could affect the provincial governments. 


(b) Monetary and exchange-rate policy 


In 2003 there was once again an excess supply of 
foreign exchange in the economy. Under the managed- 
float system, the nominal exchange rate went down by 
20% in the first quarter of 2003 and then fluctuated 
moderately, reaching much higher levels by mid-2004. 

The currency’s tendency to appreciate was offset 
in part by the actions of the central bank, which partially 
sterilized the consequent monetary expansion by 
issuing bills of exchange. Meanwhile, the government 
arranged for the redemption of the quasi-money issued 
by the provincial governments as an emergency 
financial instrument. There was a significant expansion 
of the monetary base, both in the narrow sense (central 
bank deposits only) and in the broad sense (including 
quasi-money). 

The demand for liquid assets continued to rise. 
Public holdings of cash and demand deposits increased 
rapidly, reaching historically high values as a percentage 
of GDP. The volume of deposits in savings banks also 
rose substantially. This stronger tendency to hold liquid 
assets denominated in local currency is related to 
expectations of low inflation and slight exchange-rate 
depreciation, as well as to low interest rates. 

At the beginning of 2003 there was a large volume 
of deposits whose maturity had been rescheduled in 
2002, and in the course of the year savers were able to 
gain access to these funds. A large proportion of the 
rescheduled certificates of deposit (CEDROs) were 
redeemed and some of those resources were placed in 
fixed-term deposits. As a result, the amount of such 
“voluntarily” withdrawn deposits increased considerably, 
although there was little change in the total amount 
of time deposits, including CEDROs. In any event, the 
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Gros domestic product, by type 
of expenditure 


Consumption -3.6 
General government 0.8 
Private -4.4 

Gross fixed capital formation -13.1 

Exports (goods and services) 22.5 

Imports (goods and services) -9.8 


Investment and saving ° 


Gross domestic investment 18.5 
National saving 16.5 
External saving ’ 2.0 


Balance of payments 


Current account balance -5 175 
Merchandise trade balance 2 357 
Exports, f.o.b. Palas 
Imports, f.o.b. 18 804 
Services trade balance -3 417 
Income balance ; -4 669 
Net current transfers 554 
Capital and financial balance 4 2 863 
Net foreign direct investment 4112 
Financial capital ° -1 249 
Overall balance -2 311 
Variation in reserve assets ‘ 82 
Other financing 9 2 229 


Other external-sector indicators 
Real efiective exchange rate 


(index: 2000=100) " ile 
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Percentages of GDP 


a ay Pie i ae 0.4 0.1 0:8 -2.7 leva 4.0 
Overall balance -3.3 -1.1 -2.4 -2.3 -3.3 -3.3 -7.8 -1.0 1.6 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

2 Preliminary figures. > Based on figures in local currency at constant 1993 prices. ° Based on figures in local currency at current 
prices. Gross domestic investment does not include changes in stocks. 9 Includes errors and omissions. © Refers to the capital 
and financial balance (including errors and omissions), minus net foreign direct investment. f A minus sign (-) denotes an increase 
in reserves. 9 Includes the use of IMF credit and loans and exceptional financing. 4 Annual average, weighted by the value of 
merchandise exports and imports. i Refers to net investment income as a percentage of exports of goods and services as shown 
on the balance of payments. i Economically active population as a percentage of the total population in urban areas. K Rates of 
unemployment and underemployment are percentages of the economically active population in urban areas. ' Fixed-term deposits, 
all maturities. ™ 30-day loans to leading firms. " Accrual basis. °The monetary figures are annual averages. P Refers to 
net credit extended to the public and private sectors by commercial banks and other financial and banking institutions. 
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M3-to-GDP ratio —which, in the historical series, financing. In April 2004 the central bank issued Six 
includes dollar deposits— had topped 30% by the end of month bills of exchange (in pesos) at a rate of less than 
the year. 3% per year (as against 21% a year earlier). The rate on 

The new deposits taken in by banks were used to bank deposits also fell considerably. Nevertheless, many 
rebuild liquidity -to levels well in excess of the legal economic agents continued to face tight restrictions on 
requirement-— and to pay off rediscounts. The volume of access to financing. In a market with these characteristics 
bank credit continued to shrink in 2003 but has recently and where the asset position of financial entities is still 
begun to show signs of a very slow recovery, despite the uncertain, the question of how the banking system will 


limited level of supply and the weak demand for be configured in the medium term remains open. 
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Domestic credit 9 (variation from same quarter 
of preceding year) 36.0 63.3 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. : 
Preliminary figures. > Based on figuresin local currency at constant 1993 prices. ° Quarterly average, weighted by the value of merchandise exports 


and imports. 4% Fixed-term deposits. ° 30-day loans to leading firms. 


‘ Buenos Aires interbank offered rate (BAIBOR). 9 Refers to net credit 


extended to the public and private sectors by commercial banks and other financial and banking institutions. " Refers to total credit extended by the 


banking system. 
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3. The main variables 


(a) Economic activity 


In 2003 the recovery of economic activity that had 
begun in mid-2002 gained momentum. In the first quarter 
of 2004 GDP was 11.2% higher than it had been in the 
same period of 2003, bringing Argentina’s GDP to a 
level 17.2% above the low point reached in the first 
quarter of 2002. However, GDP is still 16% lower than 
its peak level, recorded in the second quarter of 1998. 

Domestic demand, which had trended steadily 
downward since 1999, grew substantially in 2003 (by 
10.8%). Consumption rose by 7% and gross fixed capital 
formation made a strong comeback (38%). The 
investment rate rose gradually, starting from very low 
levels (10.5% of GDP in the first quarter of 2002) and 
approaching 16.5% of GDP in the first quarter of 2004. 
The upsurge in gross fixed investment in 2003 was due 


to increases in both construction (35%) and investment 
in durable production equipment (45%), although in both 
cases expenditure remained far below the record levels 
posted in 1998. Despite the collapse of financing, private 
demand for real estate recovered significantly, probably 
as a result of portfolio restructuring among individuals 
who held external assets or withdrew funds from banks. 
The upturn in prices in relation to costs stimulated 
construction activity. The production of goods expanded 
substantially, especially in construction and 
manufacturing. The growth of basic services was robust 
(8%) but fell short of the growth of aggregate GDP, while 
activity in commerce, restaurants and hotels was up by 
11.1%. Other services posted modest growth. 
Agricultural activity expanded by about 7% in 2003, 
driven by a bigger harvest of grains, particularly 
soybeans, production of which was up by almost 16%. 
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Yields are expected to decline by about 8% in 2004 
owing to bad weather conditions. Downturns have been 
observed most clearly in soybeans and wheat. The 


demand for beef increased, pushing up prices for cattle. 


Crude oil production was down by 2% in 2003, 
while gas extraction increased by 10.4%. Investment in 
the gas sector declined, however, with a significant 
downturn in new well drilling. The supply capacity 
proved to be insufficient to meet higher demand, with 
the result that service to the domestic market was 
interrupted a few times and the supply of gas to Chile 
was restricted. This episode drew attention to the need 
to redefine the contractual and regulatory frameworks 
for the energy sector. 

In 2003 output was up in most branches of industry, 
but different segments grew at different speeds. There 
were large jumps (of over 50%) in textiles and 
metalworking, which, starting from depressed levels, 
benefited from the recovery of domestic demand and 
relatively higher import prices. The growth of the 
construction materials segment kept pace with the strong 
upturn in demand. Intermediate goods-producing 
industries, such as the chemical and paper sectors, 
revived at a somewhat slower but still strong rate (10% 
to 20%). Growing at more moderate rates were the food 
and beverage industries, basic metal manufactures and 
the automotive industry. The upturn in automobile 
production became sharper over time, however, and was 
an important determinant of the industrial sector’s 
aggregate growth in the initial months of 2004. In April 
the industrial production index was 1% lower than its 
average level in 1998, when the annual rate had reached 
a record high. 


(b) Prices, wages and employment 


Labour demand bounced back in 2003. The 
employment rate in the major urban areas went up by 
2.8 points between the first and fourth quarters of the 
year. The underemployment rate, meanwhile, went down 
slightly. Formal employment grew, as did employment 
as a whole; in September 2003 the number of 
contributors to social security was 7.5% higher than it 
had beena year earlier. The rate of informal employment, 
however, remained high. 

Employment continued to increase briskly in the 
initial months of 2004; in May the variation was close 
to 7% compared to the same month of 2003. 
Manufacturing, commerce and services and construction 
were the main generators of employment. 


= 
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The unemployment rate fell by almost six 
percentage points in the course of 2003, although it 
remained high at the end of the year, at 14.5%, with 
about 5% of the economically active population 
receiving public assistance.! In the first quarter of 2004 
unemployment stood at virtually the same level as in 
the last quarter of 2003, although it was six points lower 
than it had been in the first quarter of that year. 

Wages went up in 2003, albeit with sharp differences 
between sectors. The rise in formal private-sector 
compensation was influenced by the fixed-sum increases 
provided for by the authorities. In the first quarter of 
2004 real wages were 14% higher than they had been in 
the year-earlier period (and 16% higher in the 
manufacturing industry). Wages rose faster among 
private-sector workers covered by social security than 
among workers without coverage and civil servants. 

In 2002 lower levels of employment and real wages 
had led to an increase in poverty and indigence rates. 
These rates subsided in 2003, yet in the second half of 
the year 20.5% of the population of the main urban areas 
was Classified as indigent and 48% of the total population 
was living below the poverty line. 

The consumer price index (CPI) rose by 3.7% in 
2003. Since movements in relative prices were fairly 
small, the general pattern remained similar to what it 
had been just after the devaluation. With regard to 
categories of goods and services, food prices rose 
somewhat faster than the overall CPI, as did the prices 
of private services, which had lagged behind in 2002. 
Conversely, public utility prices increased more slowly 
than the overall index. In the first six months of 2004 
inflation picked up speed, accumulating 3.3% over the 
period. Given the steady rise in the level of demand and 
the prospect of adjustments in utility prices, this upturn 
in inflation is likely to continue, although the rate will 
probably remain moderate. 


(c) The external sector 


In 2003 the current account surplus was lower than 
it had been in 2002 but remained at a high level, 
equivalent to 6% of GDP, even though the calculation 
includes debits from the income account to reflect unpaid 
interest on the external debt, once it is recorded on an 
accrual basis. The merchandise trade balance reached 
US$ 16.292 billion, which was 5% lower than the 2002 
figure. The increase in export earnings from services as 
a result of a hike in travel-industry revenues slightly 
reduced the deficit on the services trade balance, which, 


1 In 2003 the methodology for measuring household survey data was changed, with the result that 2003 data are not fully comparable to 
data from previous years. The new methodology yields higher rates of labour-force participation, employment and unemployment. 


amounts of private-sector debt, aiscuel to a ese! 
degree than in 2002. Financial entities paid off external 
liabilities in the amount of some US$ 3 billion, and the 
national government once again accumulated large 
arrears in its loan repayments. Disbursements from 
international institutions returned to their former levels, 
but the net value of loans and repayments and the net 
transfer of funds from those institutions were again 
negative. Reserves stood at US$ 14.119 billion at the 
end of 2003, exceeding their year-end level of 2002 by 
US$ 3.6 billion. 

The upsurge in exports in 2003 was due to increases 
in both price (9.6%) and volume (4.4%). Although the 
hike in the export value of commodities and agricultural 
manufactures was most pronounced in the case of soy 
products, there was a general rise in the export values of 
the different components of these two groups (with the 
exception of dairy products, milled products and sugar 
and derivatives). Particularly strong increases were 


of ae of soy patna to saison 7 wipe oo oe 4 . 


Merchandise imports are still significantly lower — : 
than they were during the convertibility regime, even 
though they expanded by 54% in 2003. The upturn was 
especially strong in capital goods, imports of which 
doubled from the previous year’s level but remained 40% 
lower than the 2001 figure. Imports of intermediate and 
consumer goods also grew substantially (by 43% and 
54%, respectively). 

Merchandise exports were up by 11% (7% in price 
and 4% in volume) in the first quarter of 2004 in relation 
to the same period of 2003, while imports jumped by 
85%. This growth is almost entirely due to a rise in 
import volume, with capital goods and intermediate 
goods posting the biggest increases. In fact, those two 
categories account for 63% of the total increase in import 
value over that period. 


situation and ealted 3 in a new ne ers badd i aie ene that entailed wie revision of 


WRSNAY say = 
Tak, jet ig RUT heaeR ete neeulations (reform of the Pe deeadae Act and a referendani on gas 
ee. se exports) and the review of certain aspects of the political structure (including a call for a 
oA ee constituent assembly). 
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_ Bolivia’s GDP grew by 2.5% in 2003, essentially on the 
_ strength of gas and soybean exports, while domestic 
-demand (particularly investment) slumped. Exports 


climbed to a record level of over US$ 1.5 billion, which, 
in conjunction with grants received, contributed to a 
small current account surplus on the balance of 


‘payments. Inflation remained low, although social 


conflicts gave rise to temporary shortages and price 
hikes. The boliviano’s increased competitiveness during 
the year helped to stimulate non-traditional exports. The 


_ growth profile for 2004 is expected to be similar to the 


pattern in 2003, with booming exports but weak domestic 


-demand. In the first few months of the year the 


government implemented an austerity programme, 
introduced a temporary tax and began to deregulate fuel 


prices. It also attempted to boost domestic demand 
through initiatives such as the “Buy Bolivian” 
programme aimed at steering State demand towards local 
enterprises. In June the Executive Board of the 
International Monetary Fund (IMF) released the final 
tranche of the standby arrangement approved in April 
2003, and the agreement was extended to December. 
This resulted in a US$ 79 million disbursement, which 
freed up other lines of financing needed to cover the 
fiscal deficit, estimated at 6.5% of GDP. Still pending, 
however, is the negotiation of a loan under the Poverty 
Reduction and Growth Facility (PRGF). On 18 July a 
referendum on natural gas exports revealed strong 
support for the hydrocarbons policy stance taken by the 
current administration. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
@ December-December variation. 


2. Economic policy 


The country’s two key macroeconomic vulnerabilities 
are its large fiscal deficit (4.9% of GDP in 2003), which 
is largely the result of a 1996 pension reform, and its 
fragile banking system, which has been undermined by 
deposit withdrawals and a high loan delinquency rate. 


(a) Fiscal policy 


The non-financial public sector’s fiscal deficit eased 
to 7.9% of GDP (US$ 616 million) in 2003, compared 
to 9% in 2002; nonetheless, the deficit still overshot the 
target of 6.5% of GDP set in the agreement reached with 
IMF in April 2003. Excluding pensions, the shortfall 
narrowed from 4% to 3% of GDP between 2002 and 
2003, whereas the target for that period was 1.5%. 

Although the authorities planned, in early 2003, to 
boost tax receipts by adopting a new tax code, 
eliminating exemptions and increasing hydrocarbon 
revenues, the complex political situation made it 
impossible to carry out these initiatives and left the 
current government in a critical fiscal situation that 
seemed headed for a deficit similar to the one posted in 
2002. In December the shortfall stood at US$ 96 million, 
which could have prevented the payment of wages and 
bonuses. 

The outlook improved somewhat, however, as 
income rose and efforts were made to curb expenditure. 
Spending on goods and services and on public 
investment was trimmed from 8.7% to 8.2% of GDP, 
although interest payments (2.7% of GDP in 2003) and 
payments for personal services were up in relation to 
their 2002 levels. Income growth was mainly attributable 
to international cooperation grants, which represented 
3% of GDP in 2003 (2.7% in 2002). Tax revenue also 
climbed as a result of the tax amnesty (“perdonazo’’) 
approved in September, the positive effects of which 
lasted up to May 2004. In addition, fiscal income was 
boosted by an increase in gas exports to Brazil after the 
political crisis had ended. 

Concessional external credit covered 69% of the 
deficit (5.5 points of GDP), while 31% (2.5 points) was 
financed by domestic credit, mainly in the form of bond 
purchases by private pension fund companies (1.6 points 
of GDP). In 2003 the public debt amounted to 86.9% of 
GDP, or US$ 6.75 billion, comprising US$ 5.04 billion 
in extemal debt and US$ 1.71 billion in domestic debt. 
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Between 1999 and 2004 the domestic debt doubled as a 
result of the larger fiscal deficit, and its financing on the 
local market is pushing up interest rates. The treasury 
has turned to the central bank for liquidity, with the result 
that lending to the public sector has accounted for nearly 
half the monetary base since 2002. The government and 
the central bank imposed upper limits on debts 
contracted by the treasury, linked to the credit balance 
maintained in the central bank by other State institutions. 

In May 2004 the government announced that the 
overall deficit was set to reach 6.5% of GDP for the 
year as a whole (about US$ 530 million), or 1.7% 
excluding pensions, and would be financed largely 
through concessional external credits. The authorities 
have been implementing initiatives to control the 
troublesome fiscal situation since the beginning of the 
year. Initially, there was a failed attempt to obtain 
exceptional financing through the Bolivia Support 
Group, and in February the government presented a fiscal 
adjustment plan that included measures to increase 
income and reduce expenditure. Originally, the 
authorities planned to introduce two new taxes —one on 
net assets and the other on financial transactions— but 
pressures from the business sector prompted the 
government to withdraw the first of those proposals. The 
second, with various amendments, entered into force in 
July and provides for an annual tax rate of 0.3% on all 
financial operations except those relating to savings 
accounts in bolivianos, operations for less than 
US$ 1,000 and payments for services. The government 
also proposed to cut current expenditure by 5% and to 
streamline public administration. In February the 
authorities partially deregulated hydrocarbon prices, 
which are now set using a formula that tracks the 
performance of the dollar and of a basket of international 
oil prices. In 2003 subsidies on liquefied petroleum gas 
and gasoline amounted to US$ 40 million and US$ 51 
million, respectively.! In June the price of a cylinder of 
liquefied gas rose by 2.4% (more than cumulative 
inflation at that time), while the price of gasoline rose 
by 1.5%. Given the steep increases in oil prices on the 
world market, the government extended the range of 
international prices that affect domestic prices. The 
formula for calculating the special tax on hydrocarbons 
and petroleum products was corrected to include 
variations in the exchange rate (whereas previously the 


1 Fundacién Milenio, Informe de Milenio sobre la economia en el aio 2003, p. 28. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

4 Preliminary figures. > Based on figures in local currency at constant 1990 prices. ° Based on figures in local currency at 
current prices. 4% Includes errors and omissions. ® Refers to the capital and financial balance (including errors and omissions), 
minus net foreign direct investment. ‘A minus sign (-) denotes an increase in reserves. 9 Includes the use of IMF credit and 
loans and exceptional financing. " Annual average, weighted by the value of merchandise exports and imports. ' Refers to net 
investment income as a percentage of exports of goods and services as shown on the balance of payments. ij Economically 
active population as a percentage of the working-age population; urban total, up to 1998, departmental capital cities. k Unemployed 
population as a percentage of the economically active population, urban total; up to 1998, departmental capital cities. | Bank 
operations (61-90 days). ™The monetary figures are annual averages. " Refers to net credit extended to the public and 
private sectors by commercial banks and other financial and banking institutions. 


tax would fall in response to a rise in the international The high cost of pension reform poses a major 
price of oil). These changes should have little effect on challenge; in 2003 the actual cost of pensions was more 
the fiscal situation in 2004. than double what had originally been expected when 

The fiscal accounts improved considerably in the the reform was planned. This large discrepancy can be 
first quarter of 2004 as a result of higher tax receipts explained by three factors.* First, demographic and 
(29.1%), which mainly reflected the tax amnesty, and macroeconomic projections were over-optimistic and 


spending cuts. based on poor-quality data. Second, the reform was not 
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2S. Cueva and others, “Bolivia: selected issues and statistical appendix”, IMF Country Reports, No. 03/258, August 2003. 
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Table 2 
BOLIVIA: MAIN QUARTERLY INDICATORS 


2002 


| i 
Gross domestic product (variation from same 


quarter of preceding year) © 1.6 onl 
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Merchandise imports, c.i.f. (millions of dollars) 393 462 
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Real effective exchange rate (index: 2000=100) ° 100.7. = 101.3 
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Average nominal exchange rate 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 
exports and imports. 


banking system. 


implemented as originally planned, partly because of 
deteriorating macroeconomic conditions that forced the 
government to make compromises, but also because the 
reform failed to provide for foreseeable costs such as 
the public pension system’s assumption of the liabilities 
of various complementary funds. Lastly, administrative 
problems upon implementation resulted in the fraudulent 
registration of beneficiaries. 


(b) Monetary policy 


Although Bolivia’s monetary policy has little room 
for manoeuvre in the country’s highly dollarized 
economy, the central bank had to fulfil its role as lender 
of last resort several times in order to ward off impending 
banking crises. 

Since 1999 low growth rates and political instability 
have generated a process of financial disintermediation. 
In May 2004 deposits and the banking portfolio stood 
at 71% and 59% of their December 1998 levels, although 
they shrank far less in 2003 than they had in 2002: 
between December 2002 and December 2003 the assets 
and liabilities of the financial system as a whole (banks 
and other intermediation institutions) went down by 
2.8% and 3.2%, respectively, compared to a 10% 
reduction over the year-earlier period. In 2003 bank 
deposits (which account for 78% of the system’s total 
deposits) contracted by 3.8%, or about US$ 106 million, 
after having dropped by US$ 420 million in 2002. 


5 Based on figures in local currency at constant 1993 prices. 
4 Bank operations (61-90 days), three-month average, in dollars. 
extended to the public and private sectors by commercial banks and other financial and banking institutions. 


° Quarterly average, weighted by the value of merchandise 
® Annualized effective rate, in dollars.‘ Net credit 
9 Refers to total credit extended by the 


The downturn in bank deposits was particularly 
severe during four critical episodes: the uncertainty 
surrounding the July 2002 presidential election, the 
political crises of February and October 2003 and the 
announcement of the financial transactions tax in the first 
four months of 2004, which triggered a steady outflow of 
deposits. On these occasions the central bank injected 
liquidity into the system through measures such as reverse 
repo operations. Given the economy’s high level of 
dollarization, deposit withdrawals have an immediate 
effect on the level of reserves. For example, US$ 150 
million in net consolidated international reserves (central 
bank and commercial banks) were lost in October 2003. 
The central bank altered the composition of reserves by 
using commercial banks’ liquid assets abroad to offset 
the decline in deposits. In October the reverse repo rate 
(which indicates the cost of liquidity offered by the central 
bank) stood at 8.12%. By late December commercial 
banks had repaid their liquidity credits and the level of 
reserves had recovered, but deposits and reserves dipped 
again in the first four months of 2004, with reserves 
dropping by nearly US$ 240 million, while the reverse 
repo rate stood at 7.5% in April. Although both deposits 
and reserves began to recover in May, the potential effects 
of the financial transactions tax are impossible to predict. 
In the current climate of uncertainty, the banking system 
is Operating with large reserves of liquidity. 

The financial system’s weakness is also reflected 
by the high delinquency rate. The rate peaked at one 
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fifth of the total loan portfolio in April 2003 before 
gradually subsiding to 16.7% by December. This 
improvement was reversed in the first few months of 
2004, as the index had climbed to 18.8% by May. Loan 
delinquency is linked to the weakness of domestic 
economic activity and to expectations that loan 
renegotiations could be favourable to debtors. For the 
banking system, the write-off of a large number of loans 
represents an additional problem, since it entails the 
accumulation of illiquid assets. Although both lending 
and deposit rates have trended downward in 2003 and 
2004, the spread between them is still wide, not only 
because of the perceived high risk of lending, but also 
because the government’s demand for financing has kept 
lending rates from falling below a certain threshold. 


—_———————— 


3. The main variables 


(a) Economic activity 


Gross domestic product grew by 2.45% in 2003, 
boosted by exports of goods and services, which were 
up by 10.3% for the year as a whole. Domestic demand 
contracted by 1.3%, however, owing to a sharp decline 
in investment (-17%), while total consumption expanded 
by 1.2%, with the most buoyant component being 
government consumption. The fall in investment mainly 
reflected the completion of the Yacuiba-Rio Grande gas 
pipeline. Slack domestic demand also resulted in a dip 
in imports (2.7%). Gross fixed capital formation trended 
downward between 1998 and 2003, slipping from 23.4% 
to 12.5% of GDP over that period, clearly reflecting the 
sluggish pace of economic growth since 1999. 

The fastest-growing sectors of activity in 2003 were 
agriculture (5.8%) and hydrocarbons extraction (10.7%). 
The strongest upturns within agriculture were a 25% rise 
in soybean output, which reached 1.5 million tons, and 
a 13% increase in rice production. Gas extraction 
climbed by 15%, registering a dramatic upswing of 32% 
in the final quarter of 2003 as daily output reached an 
average of 25.5 million cubic feet in those three months. 
Growth in manufacturing has been linked to soybean 
production and to textiles and leather intended for export 
under the Andean Trade Promotion and Drug Eradication 
Act (ATPDEA). Mining performed poorly owing to the 
depletion of a major gold deposit. Construction was 
depressed 4s well because of low investment. 

In the first quarter of 2004 GDP grew by 3.8% in 
relation to the year-earlier period, boosted by exports, 
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(c) Exchange-rate policy 


In 2003 the monetary authority acted to slow the 
boliviano’s devaluation under the country’s crawling- 
peg exchange-rate regime. The nominal depreciation 
between December 2002 and December 2003 was 
5.1%, compared to 9.5% in the course of 2002. The 
real effective exchange rate depreciated by 14.6% in 
2003 because the nominal devaluation outpaced 
inflation and, especially, because the currencies of 
Bolivia’s trading partners rose in value. In the first 
half of 2004 the boliviano maintained the record level 
of competitiveness it had attained in late 2003, 
although it appreciated slightly between May and 
June. 


especially of hydrocarbons and soybeans. The economy 
will need to maintain this rate for the rest of the year in 
order to meet the official 2004 growth projection of 
3.6%. Growth prospects picked up in the wake of the 
referendum on gas and the resulting agreement to 
increase gas sales to Argentina from 4 million to 6.5 
million cubic metres a day. 


(b) Prices, wages and employment 


Inflation came in at 3.94% in 2003 (December 2002- 
December 2003), overshooting the target of 2.8% agreed 
upon with IMF. As a result of supply shortages caused 
by the crisis, price rises accelerated in July and August 
and surged in October. This behaviour also reflected 
currency appreciation in neighbouring countries; 
underlying inflation was only 2.6%. 

The inflation target for 2004 has been set at 3.5%, 
and cumulative inflation from December 2003 to June 
2004 amounted to 1.73%. The latter month saw a 
substantial rise due in part to adjustments in 
hydrocarbon prices (which, in turn, affected transport 
and bread prices) and in part to problems in the 
cultivation of certain crops, including potatoes and 
various fruits. Fuel prices rose again in July, when the 
price of a cylinder of liquefied gas increased from 21.50 
to 22 bolivianos. 

Although no employment and wage data are 
available for 2003, preliminary central bank estimates 
suggest that open unemployment in urban areas rose 
from 8.7% in 2002 to 9.5% in 2003. 
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3. The central bank estimates a 3.7% increase in imports over the same period, however. 
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real interest rates, better domestic financing conditions and a bigger wage bill. 


In early 2003 strict monetary and fiscal measures were 


adopted to rein in the accelerating inflation rate and 


regain international financial markets’ confidence, 
which had been eroded by a lowering of expectations 
in the second half of 2002. The measures had the 
desired results: 12-month inflation decreased from 
17.2% in May 2003 to 9.3% in December, which was 
within the target range, and then fell to 5.2% in May 
2004, while the country risk premium dropped from 
over 2,200 points in the second half of 2002 to about 
470 in January 2004. 

The monetary and fiscal measures were felt most 
strongly in the first half of 2003. Monetary policy 
changed course in June, with the initiation of a process 
of gradually reducing the Special System for Settlement 
and Custody (SELIC) interest rate. As a result, GDP 
and industrial output began to recover in the third 
quarter of 2003; this trend grew stronger in the first 
five months of 2004. 

In the first half of 2003 a drop in real income 
reinforced the effects of monetary and fiscal policy in 
terms of limiting demand. Despite a recovery in demand 
for consumer goods, especially durables, household 
consumptien contracted by 3.3% in the last few months 
of 2003 in comparison to its level in the same period of 
2002. Gross fixed investment fell by 6.6%, reflecting a 


downturn in construction, and brought the investment — 
rate for the year as a whole to its lowest level since 1985 


(18% of GDP). The lethargy of domestic demand stood 


in sharp contrast to the remarkable buoyancy of export 
activity in 2003. The value of merchandise exports leapt 
by 21% in the course of the year, and the trade balance 
ran a record surplus of US$ 24.825 billion. 

The increase in foreign-exchange inflows as a result 
of the trade surplus and the improvement in external 
financing conditions as compared to the unfavourable 
situation in 2002 brought the exchange rate down from 
almost 4 reais per dollar at the end of 2002 to 2.89 reais 
in December 2003. That rate held steady until the end 
of April 2004, when the foreign-exchange market came 
under pressure because of the re-emergence of 
unfavourable expectations concerning the external 
situation, particularly the rise in United States interest 
rates. 

The unemployment rate remained high in 2003, at 
a monthly average of 12.3% in metropolitan areas. In 
the initial months of 2004 unemployment showed a clear 
upward trend, rising to 13.1% in May because of 
significant growth in the labour-force participation rate. 
Real income fell sharply in the course of 2003, to the 
point where its level in the last quarter of the year was 
15% below the year-earlier figure. 
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2. Economic policy 


In 2003 economic policy was geared to two specific 
aims: keeping interest rates high and increasing the 
public sector’s primary surplus (from 3.89% to 4.32% 
of GDP). In the first two months of 2003 the central 
bank raised the benchmark (SELIC) interest rate to 
26.5%, as against 25% in December 2002 and an average 
of 19% over the course of that year. In order to achieve 
a primary surplus, the government took steps to curb 
expenditure and maintain the real level of public 
revenues. For 2004 and up to 2007,! the primary surplus 
target will remain at 4.25% of GDP, in view of the high 
level of net public borrowing (58.7% of GDP in 
December 2003). 


(a) Fiscal policy 


In order to meet its primary surplus target, the 
federal government used the effects of inflation to reduce 
real expenditure and made efforts to compensate for the 
lower level of non-recurring receipts in 2002. In real 
terms, revenues diminished by 2.9% and expenditure, 
by 4%. In addition to public-sector wages, which 
declined in real terms, the government’s other current 
expenditures also went down, as did capital expenditures, 
falling by almost 12% in real terms. 

To maintain the surplus, in 2003 the government 
adopted constitutional reforms intended to reduce the 
social security deficit? (especially with regard to civil- 
service retirement benefits), as well as tax and budget 
reforms designed to maintain a high volume of tax 
receipts (about 36% of GDP). The government also 
undertook to reorganize the structure of certain taxes, 
especially the goods and services tax (ICMS), which 
the states are responsible for collecting. 

Nominal public-sector financing needs rose to 5.2% 
of GDP in 2003, from 4.6% in 2002. The increase was 
due mainly to higher interest payments, the cost of which 
was up from 8.5% to 9.5% of GDP. The measures 
adopted in 2003 made it possible to control the expansion 
of net public debt, which in December amounted to 
58.7% of GDP, as against 57.4% of GDP at the end of 
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1 This is the period covered by the multi-year plan for 2004-2007. 
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2002. The composition of net public debt also showed 
an improvement. The proportion of dollar-indexed 
domestic public debt instruments out of total domestic 
public debt paper decreased from 33.5% in 2002 to 19% 
in March 2004; this made the debt-to-GDP ratio less 
vulnerable to variations in the exchange rate. 

Meanwhile, the proportion of securities with fixed 
interest rates or rates indexed to domestic inflation 
increased, as did the average maturity of domestic 
securities issues. 

In the period January-April 2004 the public sector 
recorded a primary surplus of 32.4 billion reais (6.4% 
of GDP), which was close to the amount agreed upon 
with the International Monetary Fund (IMF) for the 
first half of the year. The cumulative primary surplus 
for the period May 2003-April 2004 was equivalent to 
4.23% of GDP, nearly reaching the target for 2004 as a 
whole (4.25%). Between January and April 2004 the 
public sector’s nominal deficit fell dramatically, to 
1.73% of GDP, compared to 3.97% of GDP in the same 
period of 2003. 

In 2004 the fiscal austerity targets have generally 
been maintained. The government has continued to show 
caution in authorizing expenditure, making it contingent 
on revenue flows. These flows should increase in view 
of the country’s faster economic growth and the higher 
social security contribution rates applied to service 
sectors. It is also expected that in the course of 2004 the 
reform of the civil-service pension system will begin to 
generate savings, both from taxes on benefits received 
by retirees and other pensioners and from the 
postponement of new retirements through the 
establishment of a higher minimum age. 


(b) Monetary policy 


In addition to raising the interest rate to meet the 
objectives of the inflation-targeting system, in 2003 
the monetary authorities took steps to control the 
growth of monetary aggregates: the inflation targets 
for 2003 and 2004 were set at 8.3% and 5.5%, 


2) This reform’s implementation is contingent on a review of its constitutionality by the Federal Supreme Court. 
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9 Includes the use of IMF credit and loans and exceptional 
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K Percentage of the economically active population; six 
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net credit extended to the public and private sectors by commercial banks and other financial and banking institutions. 


respectively, with an allowable deviation of 2.5 
percentage points in either direction. Interest rates 
began a gradual descent in July 2003, after having 
remained for five months at 26% per year, and reached 
16.5% in December. From June onward the central bank 
refrained from intervening in the foreign-exchange 
market and scaled back its operations with public 
securities carrying swap options linked to either 
domestic interest rates or the devaluation rate. 

In 2004 the authorities have been more circumspect 
in lowering interest rates; the basic annual rate remained 
at 16% until June. The authorities also announced their 


intention to increase international reserves and continue 
the process of reducing the government’s liabilities in 
exchange-rate-indexed securities. 

In the first few months of 2003 the central bank 
tried to curb the expansion of monetary aggregates, 
mainly by increasing mandatory deposit requirements 
and withdrawing from circulation an amount of 
resources equivalent to 2% of GDP. Starting in August 
the reserve requirement for sight deposits was reduced 
from 60% to 45% and measures were taken to increase 
liquidity, including the reallocation of some of the 
mandatory bank deposits to specific sectors. 


Average nominal exchange rate (reais per dollar) 


‘Average real wage (variation from same 
‘quarter of preceding year) 


Nominal interest rates (annualized percentages) 


Tigi 10-G weet ice 


> 


795 125) 166 


3.7 3.5 
rel hes 
See 


a. 


3.1 


~ 


a 
x 


DO 6A: 28:2: < 182 182 ess 
Deposit rate ° 18.9 18.1 18.0 21.2 25.6 26.1 23 2 18 2 4 
vending rate! 43.6 42.6 42.9 48.5 52.5 53.0 49.6 - 444, » 942.2, 41 a os . 
Interbank interest rate 9 19.3 18.4 18.0 20.4 COT 26.2 23.3 18.3 16:35 a5 a 
Sovereign bond spread (basis points) wth, =~ 4527 92:396), 3/439" 11059) 788 696 442 573 658 
Stock price index (in dollars, June 1997=100) 42.2 26.0 36.2 37.6 46.4 54.5 73.8 72.8 64.5 46.4 
Domestic credit (variation from same 
quarter of preceding year)" 17.6 23.3 18.2 11.9 14.7 10.2 10.7 14.6 10.0 J 
Non-performing loans as a percentage of total 
loans! 47 4.9 4.4 4.0 4.3 4.5 47 4.2 4A 
Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figuers. 
4Preliminary figures. >Chain index; base: 1990=100. ° Quarterly average, weighted by the value of merchandise exports and imports. SNew 


methodology used as from the first quarter of 2002. Data not comparable to previous figures. 
‘Average rate on credit operations with free resources, overall total. 
to net credit extended to the public and private sectors by commercial banks and other financial and banking institutions. 


deposit. 


to total credit extended by the financial system. 


The monetary authorities also tried to bring about a 
narrowing of interest-rate spreads and to make the 
financial system more readily accessible to the poorest 
population groups. Despite the tight money supply, the 
government sought to encourage the adoption of low- 
income-friendly credit policies, such as the opening of 
simplified bank accounts, the allocation of 2% of demand 
deposits to the extension of microcredit at below-market 
interest rates and the provision by banks, especially 
federal banks, of loans repayable by direct payroll 
deduction, for which both public- and private-sector 
employees were eligible. 

As a result of these initiatives and the more flexible 
rules on mandatory deposits, household credit, 


© Cumulative monthly rate on certificates of 
9SELIC (Special System for Settlement and Custody) rate. - ” Refers 
'AsofFebruary. Refers 


especially consumer loans, began to grow steadily in 
the second half of the year, while interest rates and 
banking spreads declined. Business loans contracted 
sharply between mid-2002 and the third quarter of 2003 
owing to a downturn in external resources for export 
financing. In the last quarter of 2003, however, business 
loans increased as the volume of external resources 
rebounded and mandatory deposit rules were relaxed. 
In the first half of 2004 these loans continued to expand, 
while a parallel and significant increase was observed 
in the resources disbursed by the National Bank for 
Economic and Social Development (BNDES) to 
finance investments, mainly in machinery and 
agriculture. 
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(c) Exchange-rate policy 


Exchange-rate policy continued to be governed by 
the framework that has been in place since the January 
1999 devaluation; that is, the real was allowed to float 
freely. The nominal exchange rate against the dollar 
appreciated considerably (by 19.4%) in 2003, partially 
offsetting the drastic depreciation of 2002 (53.5%). This 
trend continued until April 2004, when the exchange 
rate began to rise again, albeit more slowly. 

In the 12-month period ending in March 2004, 
Brazil’s currency accumulated a real revaluation? of 20% 
against the United States dollar, 8% against the euro, 
17% against the yen and 9.4% against the currencies of 
the other countries members of the Latin American 
Integration Association (LAIA). In relation to a basket 
of 13 currencies, the real appreciated by 13.5% in the 
12 months ending in March. 


(d) Other policies 


Starting in January 2003 the new administration 
took up the debate on the formulation of initiatives to 
modernize the country’s institutions and to create an 
environment more conducive to investment and 
innovation. Many of these proposals had already been 
under consideration in the executive branch or had been 
submitted to the Congress as draft laws under the 
previous administration. They included measures to 
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3. The main variables 


(a) Economic activity 


The Brazilian economy’s level of activity is making 
a recovery in 2004, after the contraction of 2003 and 
the sluggish growth of previous years. In the first quarter 
of 2004 GDP was 2.7% higher than it had been in the 
same period of 2003 and 1.6% higher than in the 
preceding quarter. This performance in the first few 
months of 2004 implies that growth could exceed the 
3.5% projected at the beginning of the year. 


. 


3 Measured in terms of the wholesale price index. 
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create instruments for stimulating real estate financing, 
reduce the cost of capital and facilitate the opening of 
new businesses, establish mechanisms for agricultural _ 
insurance and credit, reduce tax distortions, introduce 
changes in infrastructure regulation, enact a new law on 
innovation, improve the patent system and support the 
export sector. 

Brazil has stepped up its efforts to gain access to 
new markets and to strengthen its participation in 
regional integration arrangements, including 
MERCOSUR and the Free Trade Area of the Americas. 
Like other countries of the region, Brazil has benefited 
from the expansion of trade with Asian nations, 
especially China and India, and with other emerging 
economies such as South Africa, which have increased 
their imports of Brazilian products. It has also 
consolidated its presence in new markets by putting 
forward politically significant proposals such as the idea 
of forming a “group of three” with India and South Africa 
in order to adopt common positions in multilateral 
negotiations. 

At the international level, the most notable event in 
the first half of 2004 was the signing of a series of 
agreements with the Government of the People’s 
Republic of China during the Brazilian President’s visit 
to that country in late May. The commitments undertaken 
encompass a wide range of activities, from joint ventures 
to trade liberalization in certain sectors and the 
possibility of cooperation in the area of energy. 


Net exports of goods and services were insufficient 
to offset the sharp downturn in domestic consumption 
and investment in 2003, but domestic demand began 
to recover in the third quarter. The first signs of an 
upturn were in sales of durable goods, especially 
automobiles, thanks to an improvement in credit 
conditions; subsequently, investment began to increase 
in late 2003 as a result of the greater use of installed 
capacity and better domestic and external financing 
conditions. Lastly, a gradual rise in the population’s 
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real income in the first few months of 2004 stimulated 
the consumption of non-durable goods. 

In 2003, as in previous years, GDP growth was 
highly uneven among the different branches of activity. 
Agriculture grew the fastest, while manufacturing 
growth was sluggish and construction shrank by 8.6%. 
The expansion seen in 2004 has been driven primarily 
by agriculture and manufacturing, which grew by about 
6% in the first four months of the year, and by 
commerce and transport, which were up by nearly 5% 
in the first quarter of 2004 in comparison to the year- 
earlier period. 

The faster growth of manufacturing is due to both 
the recovery in household consumption and the hike in 
export volumes. The most active branches of industry 
are those that produce consumer durables and capital 
goods, in the latter case because of higher demand for 
investment in machinery and equipment. Activity in 
other economic sectors has been weaker. Mining and 
construction have posted negative growth and other 
services have expanded by no more than 2%. 


(b) Prices, wages and employment 


Unemployment in the main metropolitan areas 
increased from 10.5% in December 2002 to about 13% 
between May and October 2003. Although the rate went 
down to about 11% at the beginning of 2004, in April 
and May it returned to around 13%, despite the recovery 
of GDP growth and the creation of new jobs. The 
volatility of the unemployment rate essentially reflects 
changes in the size of the economically active population 
owing to a fluctuating participation rate. In any case, 
the employment rate recovered somewhat in 2004. 
Between January and April 2004 it was 1.8% higher than 
it had been in the same months of 2003, and data on 
formal employment point to a pronounced expansion, 
especially outside the metropolitan areas. In general, the 
increase in formal employment has extended to all 
sectors of the economy, but has been highest in industry, 
where some 189,000 jobs were created between January 
and April 2004; job creation in the service sector has 
amounted to 172,000. 

In the first quarter of 2004 the population’s average 
real income was 3.8% higher than it had been in 
December 2003, at which point it was 12.5% lower than 
it had been at the beginning of that year. The increase 
was biggest among independent workers and wage- 
earners in the formal labour market. 

Inflation fell systematically starting in early 2003. 
The rise in commodity prices, adjustments in controlled 
prices and seasonal increases could temporarily put 
pressure on price indices in the second half of 2004, but 
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no permanent change is expected in the downward trend 
of consumer price inflation. 


(c) The external sector 


Exports were the key factor in stimulating production 
and stopping the decline in income. In 2003 Brazil racked 
up its biggest increase in export value since 1988 (21 1%), 
thanks to a combination of three factors: higher export 
volume, higher commodity prices and higher demand, 
both in the Asian countries and in significant Latin 
American markets for its manufactures (Argentina, 
Mexico, Chile and Colombia). This export boom has 
continued in 2004: between January and May exports 
were up by 24% in comparison to the same period of 
2003. Import growth has accelerated in step with the 
economic recovery, meaning that Brazil’s trade surplus 
in 2004 will probably remain close to its 2003 level. 

In value terms, agricultural products were among 
the main components of total exports in 2003. The grain 
harvest, consisting largely of soybeans, exceeded 123 
million tons; this translated into exports with a value of 
US$ 21.2 billion, a 25% increase over the previous year’s 
figure. Meat was another export that grew significantly, 
as external sales reached US$ 4.1 billion, doubling the 
figure for 2000. The most recent estimates of the grain 
harvest for 2004 indicate that the preceding year’s 
volumes should be maintained, meaning that any 
increases in export value will probably be attributable 
to higher international grain prices. 

The increase in merchandise exports has not been 
confined to commodities or agricultural products. In the 
first quarter of 2004 the products that.-had grown the 
most in value in relation to the same period of 2003 
were soybeans and maize (90%), machinery and tractors 
(80.5%), chemical elements (46.5%), vegetable oils 
(44.7%), non-ferrous metal products (44.6%), 
slaughtered animals (43%) and motor vehicles (42.7%). 
Data for the first four months of 2004 indicate that export 
prices rose by 8.1% and export volume, by 15.9%. 
Export volume went up in all categories: capital goods 
(54.1%), intermediate goods (19%), consumer durables 
(37.2%) and consumer non-durables (10.8%). 

The value of merchandise imports climbed by 2.1% 
in 2003, after having slumped by 15% in 2002. The 
increase was due to a 10% expansion in imports of 
intermediate goods, combined with declines of 6.3% and 
10% in imports of consumer and capital goods, 
respectively. In 2003 capital goods imports reached their 
lowest value since 1994, reflecting the downturn in 
investment in the course of the year. In 2004 the 
economic revival has helped to boost merchandise 
imports, especially of intermediate goods. 
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“the same period the sum of exports and imports 
bresiasd US$ 131 billion, or approximately 25% of 


GDP. = 
In the first four months oF 2004 the current account 


against a deficit of US$ 830 million in the same period 
of 2003. This positive balance was basically the result 
of the bigger trade surplus (US$ 8.1 billion in the period 
January-April 2004, compared to US$ 5.5 billion in the 


- same months of 2003) and the smaller deficit on the 


services account (US$ 1.074 billion, as opposed to US$ 1.276 


since mid-2003, rising from cies uss 25 billion to 


Shel a 


over US$ 35 billion per year. 

International reserves totalled US$ 50.5 billion 
in April 2004, equivalent to 12 months’ worth of 
imports. To put this performance in perspective, it 
should be recalled that the IMF agreement sets 
parameters for calculating available net reserves. At 
the end of April 2004, such reserves amounted to some 
US$ 22.4 billion. 


by exorts Real growth amounted to 3 3%, as ae thes, 2% eo in 2002. Inflation 
gradually declined in the course of the year, partly because of the dite appreciation of 


the peso, while keen competition in the retail sector resulted in smaller mark-ups and lower 


prices. Over the 12 months ending in December 2003 inflation amounted to only 1.1%, which 


bank for 2003. 


This performance was the outcome of an economic 


policy geared to achieving fiscal and price equilibria. 


As a result, the Chilean government and enterprises are 
benefiting from the lowest international spreads seen to 
date; in fact, these spreads are close to the ones observed 
in the Republic of Korea, which has a much more 
developed economy and a higher growth rate. 

The economic authorities have avoided significant 
imbalances, and recent figures imply that faster 
economic growth is in the offing, provided that external 
conditions are more favourable and that domestic 
demand and investment stage a recovery. 

Unemployment fell in 2003, although it remained 
higher than its pre-1998 levels. The 2003 unemployment 
rate of 8.5% was an improvement over the 9% posted in 


+. 


2. Economic policy 


For the past five years exports have been the main source 
of GDP growth. In 2003 sales abroad increased by 7.8%, 
while domestic demand rose by 3.5%. Investment has 
yet to return to the record levels it achieved up to 1998, 


was almost a full point lower than the bottom of the target range (2% to 4%) set by the central 


2002 and the higher rates observed in 2000 and 2001. 
Unemployment has risen in 2004, however, reaching 9.4% 
in the three-month period from March to May. Despite 
this setback, Chile continues to enjoy a remarkable degree 
of political and social stability, which contrasts with the 
situations seen recently in neighbouring countries. 

At the beginning of 2004 the public perception of 
economic prospects for the year was positive. Export 
value grew faster in the first few months, thanks to 
significant increases in the prices of Chile’s exports, but 
future developments will hinge on the recovery of the 
global economy. In any event, the country’s free trade 
agreements with the European Union, the United States 
and the Republic of Korea should increase and facilitate 
trade flows with these important external markets. 


of about 27% of GDP, as it has amounted to less than 
24% of GDP in the years since then. 

The Chilean economy’s relatively stronger 
performance in 2003 was achieved in the context of an 
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Figure 1 
CHILE: MAIN ECONOMIC INDICATORS 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


@ December-December variation. 


economic policy designed to safeguard fiscal and price 
equilibria and to reduce external vulnerability, while 
preserving and strengthening the economy’s openness 
to global markets and, at the same time, enhancing social 
equity. This strategy, which is not problem-free even 
though it is being implemented in a climate of 
institutional stability, has enabled Chile to avoid the 
crisis situations that have plagued other nations of the 
region. As the global economy gathers momentum, Chile 
will be well positioned to take advantage of this 
favourable turn of events to achieve higher growth rates. 

Chile’s macroeconomic strategy is based on a 
structural fiscal surplus target, a flexible exchange 


rate system and an inflation targeting policy whose 
primary instrument is the monetary policy interest 
rate. 

The fiscal target, which commits the government 
to achieving a structural surplus of 1% of GDP per 
year, enables the authorities to isolate fiscal spending 
from temporary fluctuations in copper prices and GDP. 
The main objective of this rule, which the current 
administration adopted upon taking office, is to 
stabilize spending over the business cycle. Strict 
compliance with the target since 2000 has generated 


growing confidence in the soundness of fiscal 
discipline. 
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(a) Fiscal policy 


The central government's structural balance excludes 
the most significant cyclical components of the budget to 
prevent fiscal policy from reacting procyclically to 
fluctuations in the economy. A panel of experts conducts 
technical analyses of the relevant projections, as a means 
of depoliticizing this economic issue. 

The central government’s actual fiscal deficit, 
calculated on an accrual basis, was 0.4% of GDP, 
compared to 0.8% of GDP when calculated on a cash 
basis, as was done in prior years. The budget for 2004 is 
based on the assumption of a 4.4% rise in GDP, average 
annual inflation of 2.4% (or 3% from December to 
December), an increase in tax revenue of 6.4% over the 
September 2003 figure and higher copper prices. 
According to these figures, the central government’s 
actual fiscal deficit is expected to shrink to 0.1% of GDP. 

The central government’s current expenditure 
remained practically the same in terms of GDP (18.7%), 
as did its main components, while capital expenditure 
again went down slightly (from 3.8% to 3.7% of GDP). 

To compensate for the downturn in customs receipts 
as a result of the new trade agreements and to finance 
the country’s new health-care plan (known by the 
Spanish acronym AUGE), which guarantees a basic set 
of medical services to the entire population, as well as 
the “Chile Solidario” programme, which is intended to 
reduce the number of poor households by 200,000, the 
government obtained congressional approval of a 
temporary 1% hike in the VAT rate, which rose to 19% 
as of October. In July the government announced that it 
would implement spending cuts totalling US$ 300 
million. 

In January 2003 better conditions in international 
financial markets and Chile’s low country-risk rating 
enabled the government to attract funds on the external 
market by issuing a new sovereign bond with a par value 
of US$1 billion and a spread of 163 basis points. These 
resources will be used to make prepayments on existing 
debt incurred at higher interest rates. 

The budget law for 2004 provides for US$ 1.5 
billion in new borrowing on both the international and 
domestic markets. In the case of the domestic market, 
the local-currency bond could have a 20-year maturity, 
which would represent an innovation in that area. 

The central government’s gross financial debt 
declined to 13.3% of GDP in December 2003. The 
combination of gross financial debt and central bank 
debt amounts to 34.4% of GDP; this is also lower than 
the 2002 figure. 

The 2004 budget, unlike the country’s previous 
budgets, was prepared on an accrual basis, meaning that 
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any economic operation carried out by the government 
is recorded at the time a payment obligation is incurred 
(i.e., when a good is delivered, a service is provided or 
work is performed). In addition, the budget includes 
income and expenditure under the copper reserve law 
and the law on the Petroleum Stabilization Fund. Up 
until 2003 the government’s practice had been to record 
operations at the time it made the relevant payments 
(cash basis). 


(b) Monetary and exchange-rate policy 


Monetary policy was applied in a context of low 
inflation, greater international economic stability than 
in 2002, low country risk, a growing surplus on the 
merchandise trade balance and sizeable capital 
inflows. 

The authorities continued to make use of the 
inflation targeting system, with a central target of 3% 
and an allowable range of 2% to 4%. In 2003 inflation 
again met the target and even fell below this range, 
amounting to just 1.1%. In the initial months of 2004 
the 12-month inflation rate did not exceed 2%. 

The appreciation of the peso in 2003 undoubtedly 
helped to bring down annual inflation from a peak of 
4.5% in March to a mere 1.1% in December. Strong 
competition in the retail sector also helped to lower 
prices. 

Low inflation and the fiscal target afforded more 
room for manoeuvre to the central bank, which reduced 
the monetary policy interest rate to a low of 1.75%. The 
rate-cutting policy began in January 2002, starting from 
a nominal annual rate of 6.5%, and entailed a series of 
reductions that brought the rate to 3% in August 2002. 
The absence of inflationary pressures made it possible 
to lower the interest rate steadily in the course of 2003, 
from 3% in December 2002 to 1.75% in February 2004, 
and to keep it at that level in the subsequent months. In 
real terms, this rate was barely positive at the end of 
2003 and turned negative in 2004. 

The United States Federal Reserve’s decision to 
raise its federal funds rate has triggered a global upturn 
in the rates controlled by central banks. Chile’s central 
bank is therefore expected to increase its monetary policy 
interest rate after a short lag. 

The higher demand for real monetary balances 
continued to be evident in 2003. The year-on-year 
variation in the private money supply (M1A) between 
December 2002 and December 2003 was 16.6% in real 
terms, with inflation of 1.1%. In contrast, notes and coins 
in free circulation rose by only 6.3% in real terms and 
the rate on one- to three-year deposits reached a nominal 
annual rate of just 3.5%. 
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eT 4.6 0.0 
Gross domestic product, 
by type of expenditure 
Consumption 9.2 8.8 6.5 
General government 4.2 4.0 5.8 
Private 9.8 9.4 6.6 
Gross domestic investment 34.2 5.9 9.4 
Exports (goods and services) 11.0 11.8 late 
Imports (goods and services) 25.0 dale oes 
Investment and saving ° 
Gross domestic investment 25.8 27.4 Pilati 
National saving 23.8 BN 23.1 
External saving 2.0 4.3 4.7 
Balance of payments 
Current account balance -1350 -3083 -3660 
Merchandise trade balance SE lee 1OK2 eee 428 
Exports, f.o.b. 16025 16627 17870 
Imports, f.o.b. 14644 17699 19298 
Services trade balance -324 -1 -136 
Income balance SONA 2S Seen =2 G07 
Net current transfers 307 508 520 
Capital and financial balance 4 2 488 5 677 6 979 
Net foreign direct investment 2 205 3 681 3 809 
Financial capital ® 283 1 995 3170 
Overall balance i 1.39 2 594 3 318 
Variation in reserve assets ' -740 -1119 -3318 
Other financing 9 -399 -1 475 0 
Other external-sector indicators 
Real effective exchange rate 
(index: 2000=100) 99.8 97.3 91.8 
Terms of trade for goods 
(index: 1997=100) 120.4 97.2 100.0 
Net resource transfer 
(% of GDP) -1.0 2.2 51 
Total gross external debt 
(millions of dollars) 21736 26272 29034 
Total gross external debt 
(% of GDP) 33.3 34.7 35.1 
Net profits and interest 
(% of exports) ' -14.0 -12.4 -11.9 
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Table 1 (concluded) 


1995 1996 1997 1998 USER) 2000 2001 2002 = 20037 


Average annual rates 


Employment 
Labour force participation rate | 54.8 54.2 54.2 54.4 54.4 S357 52.9 525 32.9 


Open unemployment rate * 7.4 6.4 6.1 6.4 9.8 9.2 
Visible underemployment rate a5 3.8 oye) 4.0 4.9 5.4 os x S 


Annual percentages 


Prices 

Variation in consumer prices 

(December-December) 8.2 6.6 6.0 47 2.3 4.5 2.6 2.8 de 
Variation in nominal exchange rate 

(December-December) Wars 3.3 3.8 7.8 13.8 6.9 16.4 4.9 -14.4 
Variation in average real wage 4.0 44 2.4 at, 2.4 1.4 1.6 2.1 0.8 
Nominal deposit rate ! a8 ea 1257; 12.6 8.9 8.7 6.5 41 3.2 
Nominal lending rate ! EES bs 20.2 22.5 17.6 18.7 16.7 14.4 13.0 


Percentages of GDP 


General government ™ 


Income 23.4 23.6 23.5 23.1 22:5 23.7 23.9 23.2 23.4 
Expenditure 17.2 17.9 18.0 19.0 20.7 20.9 20.8 20.7 20.2 
Gross operating balance 6.2 5.6 5:5 41 1.8 2.8 Sail 2.5 3.2 
Net acquisition of non-financial assets 3.0 3.5 3.4 eh 3.9 3.5 3.6 Shif 3.6 
Primary balance 4.9 3.5 3.4 Nels) -0.8 05 0.7 -0.1 0.8 
Overall balance oie ann 24 0.4 -2.1 -0.7 -0.5 -1.2 -0.4 
Public debt of the central government 17.4 14.7 12.6 12.2 13.3 12.9 14.5 is) 2 15.4 

Domestic 11.8 10.6 9.6 9.3 9.6 9.6 10.3 9.6 8.9 

External 5.6 44 Sh] Sal 3:8 3.4 4.4 Be 6.5 
Interest payments (% of income) 7.1 5.9 523 52 5.6 Sal 4.9 5.0 5.0 


Money and credit " 


Domestic credit ° 61.8 62.5 65.5 66.3 69.3 68.6 Tales: 73a 75.8 
To the public sector ‘ls! 1.4 2.4 2.4 Path Pail 3.3 4.1 4.0 
To the private sector 60.5 61.1 63.2 63.9 66.6 65.9 67:9 69.0 Tah 

Liquidity (M3) Sia 37.8 40.3 45.4 50.1 49.9 Silt 52.6 50.7 
Money stock and local-currency 
deposits (M2) 34.7 35.9 Shela! 43.2 46.1 45.5 46.4 46.6 45.0 
Foreign-currency deposits 2.4 1.9 1.6 2.3 4.0 4.4 5.3 5.9 eyi/ 

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

@ Preliminary figures. 5 Based on figures in local currency at constant 1996 prices; for 1995 and 1996, based on figures at 1986 
prices. © Based on figures in local currency at current prices. 4 Includes errors and omissions. ® Refers to the capital 
and financial balance (including errors and omissions), minus net foreign direct investment. f A minus sign (-) denotes an 
increase in reserves. 9 Includes the use of IMF credit and loans and exceptional financing. 4 Annual average, weighted by 
the value of merchandise exports and imports. i Refers to net investment income as a percentage of exports of goods and 
services as shown on the balance of payments. i Economically active population as a percentage of the working-age population, 
nationwide total. k Percentages of the economically active population, nationwide total. ' Non-adjustable 90- to 360-day 
operations. ™ Reflects the new accounting methodology set out in the 2001 IMF manual. "The monetary figures are annual 


averages. ° Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking 
institutions. 


Interest rates of all types came down as a result of The slower growth of commercial credit is also 
the lower monetary policy interest rate, but the average a symptom of stagnant domestic demand and of the 
interest rate rose because of a significant increase in precarious financial situation in which most small 
consumer and mortgage loans, which carry higher rates, and medium-sized enterprises (SMEs) find 
and a much slower expansion in business loans, which themselves. Such businesses have been unable to 
carry lower rates. The average interest rate on local- recover from the monetary and financial squeeze 
currency loans (with terms of between 90 days and | triggered by the central bank in early 1998. Their 
year) rose from 11.8% in December 2002 to 13% in problematic situation is consistent with the 


December 2003, then fell to 10.9% in April 2004, when persistently high unemployment rates observed in the 


there was an upsurge in business loans. past five years. 
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(pesos per dollar) 670 659 708 718 738 710 693) 628 See eee 


Average real wage 


(variation from same quarter of preceding year) PAS) 2. 


Nominal interest rates (annualized percentages) 


Deposit rate 4 57 4. ; 
4 6 13.4 12.4 Sys 125) 13.0 13.0 11.0 10.5 > 


Lending rate ? 16.0 15 


Interbank interest rate 5.8 4. 
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Sovereign bond spread (basis points) 153 166 238 191 195 162 133 121 127 118 


Stock price index 


(in dollars, June 1997=100) 62.1 535 
Domestic credit 

(variation from same quarter of preceding year) © 12.4 ile 
Non-performing loans as a percentage of total loans ' At 1 


8 46.0 52.5 52.5 65.6 82.1 94.9 92.5 89.8 


3 8.1 9.8 8.2 13.3 10.7 11.6 11.2 10.6 


8 1.9 1.8 1.9 418 1.8 “6 1.6 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
@ Preliminary figures. > Based on figures in local currency at constant 1996 prices. © Quarterly average, weighted by the value of merchandise 


exports and imports. 4 Non-adjustable 90- to 360-day operations. 


° Refers to net credit extended to the public and ees sectors by commercial 


banks and other financial and banking institutions. ' Refers to total credit extended by the banking system. 


Bank credit increased by 5.7% in December 2003 
and by 3.8% up to April 2004. Non-financial private- 
sector entities issued local-currency bonds in an amount 
equivalent to US$ 2.2 billion in 2003, while the central 
bank’s equity holdings grew by 7.6%. The banking 
system reduced the level of non-performing loans from 
1.8% in December 2002 to 1.6% in December 2003 and 
to 1.5% in Aprii 2004. 

Chile is one of the few countries in the region whose 
financial system does not have a large proportion of 
assets and liabilities in dollars. This is because it has 
long had systems, adopted as far back as the 1960s, for 
indexing financial institutions’ local-currency deposits 
and loans to inflation, thus creating an alternative unit 
of account with constant purchasing power to replace 
the dollar in this area. 

International reserves increased from US$ 15.351 
billion in December 2002 to US$ 15.851 billion in 


December 2003, and reached US$ 16.137 billion in May 
2004. 

Chile has had a flexible exchange-rate regime since 
late 1999. The peso appreciated steadily in 2003 owing 
to the more encouraging situation in Argentina and the 
positive outlook for Brazil. In addition, in the last quarter 
there was an increased inflow of dollars owing to the 
hike in copper prices, higher export earnings and inflows 
of financial capital from investors seeking to take 
advantage of an upswing in the stock market. 

By early December 2003 the peso had appreciated 
by a little over 20% in relation to the exchange rate’s 
peak level, which was observed in March. Despite 
pressure from exporters, the central bank reaffirmed its 
decision not to intervene at that point, when the peso 
was particularly strong. This response made it clear that 
the central bank intervenes only when the exchange rate 
suddenly soars to very high levels, as it did on the eve 
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of the Argentine crisis in 2001 and in the midst of 
uncertainty about the Brazilian real in 2002. Should such 
an emergency occur, the central bank would announce 
the scale of the intervention, as it has done in the recent 
past. 

The decline in the nominal exchange rate from 758 
pesos to the dollar in March 2003 to 599 in December 
was followed by a partial reversal that brought it to 650 
pesos to the dollar in May 2004. The multilateral 
exchange rate (1998=100) rose in 2003 from 125.8 in 
January to 129.7 in June, then fell to 116.7 in June 2004. 

The appreciation increased the attractiveness of 
dollar yields on financial investments in Chile, which 
were extraordinarily high in 2003: by December the 
selective share price index (IPSA) had risen by almost 
50%. This, together with the peso’s revaluation, raised 
the rate of return to some 70%. The mutually reinforcing 
relationship between the rise in share prices and the sale 
of dollars for the purpose of participating in the stock 
market is symmetrical, so that a downturn in the stock 
market would change this relationship from positive to 
negative. In 2003 the central bank did not intervene 
significantly in the foreign-exchange market, carrying 
out operations for just US$ 50 million. 


op pases 


3. The main variables 


(a) Economic activity 


Exports increased by 7.8% in 2003, thus becoming 
the main source of growth for the Chilean economy. 
Foreign sales were even more buoyant in 2004, thanks 
to a rise in export volume and a significant upturn in 
the price of copper and other export products. 

For 2004 as a whole growth is expected to be in the 
4.5%-to-5.5% range, which is higher than the 2003 rate. 
The fastest-growing components are likely to be exports 
(of mining, agricultural and industrial products) and 
private investment. The central bank has projected that 
in 2004 exports of goods and services will expand by 
11.8% and domestic demand, by 5.7%. 

Private consumption rose by 3.7% in 2003, while 
consumer credit grew by 16.8% in 2003 and another 
6% up to May 2004. For 2004 as a whole, private 
consumption is expected to rise by 4%. Gross. fixed 
capital formation, meanwhile, should grow by 7.1%, 
outpacing its 2003 rate of 4.8%. If this expansion occurs, 
gross fixed’capital formation will be equivalent to 24% 
of GDP. 
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(c) Trade policy 


The signing of preferential trade agreements with the 
United States and Europe, and subsequently with the 
Republic of Korea, has opened up new opportunities for 
Chile’s economic activity after the slowdown of recent 
years. These treaties, in addition to the free trade 
agreements that are expected to be concluded with India 
and China in the near future, will require Chile to meet 
new challenges in order to take full advantage of their 
potential. These challenges include the need to provide 
adequate labour training, achieve high quality standards, 
enhance productive efficiency and establish effective 
marketing mechanisms. For these reasons, the potential 
advantages of these agreements are particularly significant 
for the Chilean economy, as exports account for one third 
of its GDP. This means that the country’s growth prospects 
depend to a large extent on the global economy and on 
domestic policies that affect the profitability of exports. 

In another area of foreign trade policy, the main 
problem currently facing the authorities is the Argentine 
government’s non-compliance with a contract to supply 
natural gas, which was to have met 40% of Chile’s needs 
in this regard. 


Manufacturing expanded more slowly than total 
GDP (by 2.4% in 2003, compared to 2.7% the preceding 
year). In contrast, mining grew by 5.4% over the same 
period, followed by electricity and commerce, both of 
which were up by 4.1%. Output growth was slowest in 
the transport sector, reaching only 3.4%. The 
supermarket sales index posted a real variation of 9.1% 
in 2003 in relation to its 2002 level. Low interest rates 
are fuelling a recovery in construction, while durable 
goods consumption and investment show signs of 
recovery. 

In the first half of 2003 interest rates, including 
lending rates, remained closely aligned with the 
monetary policy interest rate. In the second half of the 
year, however, lending rates began to increase, diverging 
from the monetary policy rate. 


(b) Prices, wages and employment 
In late 2003 underlying inflation amounted to 2.3%, 


while the wholesale price index showed an average 
annual increase of 6.6%. The consumer price index rose 
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by 3.5% over the 12 months ending in May 2004, owing 
to increases in the prices of oil and of certain food 
imports. Also in May, underlying inflation rose to 2.8% 
and wholesale price inflation, to 7.8%. The central bank 
estimates that inflation will come in at 2% in 2004 and 
3% in 2005. 

Despite a 2.1% increase in the economically active 
population, the employment rate rose slightly, from 
92.1% in the last quarter of 2002 to 92.6% in December 
2003, boosting the employed population by 2.6% over 
that period. The sectors where job growth was fastest 
were transport, storage and communications (8.7%); 
electricity, gas and water (5.8%); and financial services 
(5.2%). In contrast, employment contracted in the 
commerce sector, where it is concentrated among self- 
employed workers and SMEs, and among individuals 
with low levels of education. Meanwhile, the real hourly 
wage rose by 2.3% in comparison to its December 2002 
level. 

To mitigate the country’s sharp social inequalities, 
the government has supported the expansion of pre- 
school education coverage. 


(c) The external sector 
The current account recorded a deficit of US$ 594 


million (0.8% of GDP) and the trade balance (f.o.b.) 
exceeded US$ 2.2 billion. Imports grew faster than 
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exports, rising by 12.9% as a result of higher volumes 
(9.6%) and prices (2.9%). Intermediate goods imports 
increased by 13.7% over a nine-month period, while 
consumer and capital goods imports rose by 11.6% and 
5.7%, respectively. Exports expanded by 7.8% over the 
year in real terms, with rises in both prices and quantities. 

The merchandise trade surplus widened to US$ 3.015 
billion, from US$ 2.256 billion in 2002, but was offset 
by a US$ 3.28-billion deficit on the factor income account. 
The balance of payments showed a deficit of US$ 366 
million (0.5% of GDP). Among the country’s exports, 
there was a considerable increase in sales of mining 
products, especially copper, which jumped by 19%. Other 
exports were up by 12.9%; the best performers were 
agricultural products (fruits and vegetables) and industrial 
products (textiles, chemicals, iron and steel and jewellery). 
This growth accelerated in early 2004, resulting ina 33% 
expansion in the first quarter. 

In 2004 the merchandise trade surplus is expected 
to increase to US$ 7 billion, more than doubling the 
figure for 2003 (US$ 3.015 billion). The trade balance 
should be equivalent to 1.3% of GDP, compared to a 
deficit of 0.8% in 2003, and the current account balance 
will probably amount to 1.1% of GDP. 

The public sector’s external debt grew from 11.1% 
of GDP in 2002 to 12.9% in 2003, while the private 
sector’s external debt declined from 49.7% of GDP in 
2002 to 47.3% in 2003. 
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The economic recovery has gained a firmer footing in 
2004 and is expected to result in GDP growth of 3.7%, 
‘combined with inflation of 5.5%. In the first quarter of 
2004 the economy grew at an annual rate of 4.1%. The 
private sector continues to lead the recovery, and external 
demand has gained momentum thanks to an upturn in 
exports to Venezuela and the economic expansion in 


ear 


2. Economic policy 


(a) Fiscal policy 


The 2003 fiscal agenda was geared to reducing the 
deficit. Accordingly, the administration proposed a wage 
freeze, administrative budget controls and public pension 
system reforms, particularly in relation to special regimes 
(for teachers and State-owned firms) and the social 
security treatment of individuals in the top income 
brackets. 

As these proposals were rejected in a constitutional 
referendum held to sound out public opinion on matters 
such as certain cutbacks in public spending, the 


Inflation continued to decline, closing the year at 6.5%. Unemployment, however, remained 


the United States. In addition, household consumption 


~ has begun to play a bigger role in reviving the economy. 


The economic policy debate will continue to focus on 


fiscal affairs (given that further reforms are on the 


horizon) and on trade policy. In May negotiations were 
opened on a free trade agreement between Colombia, 
Ecuador, Peru and the United States. 


administration submitted a tax reform bill to the 
Congress. Out of all the measures proposed, the ones 
that were adopted and implemented were an increase in 
the financial transactions tax (from 3 per thousand to 4 
per thousand), the levy of a tax on assets for three years, 
the imposition of a surcharge on income tax, an income- 
tax deduction for investments in productive assets and 
the rebate of two percentage points of VAT for purchases 
made with credit or debit cards. The government also 
pursued its agenda for revamping public administration. 

By the end of 2003 the consolidated public sector 
had met the fiscal deficit target (2.7% of GDP) agreed 
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upon with the International Monetary Fund (IMF). This 
represents an improvement over the deficit of 3.5% of 
GDP posted in 2002. The change reflected both a decline 
in the central government’s deficit (from 6.1% to 5.4% 
of GDP) and an increase in the decentralized sector’s 
surplus (from 2.3% to 2.5% of GDP). 

The fiscal deficit was coupled with mounting public 
debt, which reached 57.3% of GDP in 2003, with 
external debt accounting for 53% of the total. In the 
course of the year the authorities undertook a number 
of operations to improve the debt’s maturity profile. It 
is estimated that the consolidated public sector’ s deficit 
will subside from 2.7% of GDP in 2003 to 2.5% in 2004, 
that the decentralized sector’s surplus will swell from 


2% to 3.1% and that the central government’s deficit 
will stand at about 5.6%. 

In the first quarter of 2004 the consolidated public- 
sector deficit was equivalent to 0.3% of GDP. This was 
smaller than both the year-earlier figure (0.5% of GDP) 
and the IMF target (0.5%). This consolidated public- 
sector balance reflected better results in the decentralized 
sector and the reduction of the central-government 
deficit from 1.8% to 1.7% of GDP. The national 
government’s total revenues were up by 7.7% because 
of a 7.6% increase in tax receipts; this, in turn, was 
attributable to the rise in income tax and VAT receipts 
brought about by the tax reform and the economy’s 
stronger performance. Total expenditure rose by 7.5%; 
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investment plunged by 35% and interest payments 
dipped by 0.2%, while operating expenditure increased 
by 9.6%. 

In 2004 the government will submit a number of 
key draft laws to Congress with a view to introducing 
structural economic reforms. The measures envisaged 
would reform the social security system, with a change 
in the retirement age and the elimination of special 
regimes; streamline and strengthen the territorial tax 
system; reform the basic budget law; and modernize the 
rules governing the stock market. 

Meanwhile, the central bank will allow the 
government to use up to US$ 500 million in international 
reserves to pay off part of the external debt. Considering 
that a large amount of external debt will fall due in 2005, 
the government has embarked on a strategy of 
restructuring its external obligations to lengthen 
maturities and alleviate its debt-servicing burden, 
particularly in the coming year. 


(b) Monetary policy 


The main feature of monetary policy in 2003 was 
the stability of the central bank’s benchmark rates 
throughout the year. The reverse repo rate averaged about 
11%. The faster pace of inflation and devaluation in the 
initial months of 2003 prompted the issuing authority to 
raise intervention rates on two occasions (in January and 
April), by a total of 200 basis points, and to intervene in 
the foreign-exchange market by selling dollar call options. 
These pressures began to subside after April, and by mid- 
year devaluation and inflation had started to slow down. 
The central bank kept intervention rates unchanged for 
the rest of the year and, despite the prevailing uncertainty 
in fiscal affairs, the exchange rate stayed relatively stable 
until the end of the year, when capital inflows picked up. 

In 2003 real interest rates continued to be low in 
historical terms. The nominal rate on 90-day fixed-term 
deposits stood at 7.7% at the end of the year, after having 
reached 8.9% a year earlier, and in real terms rose from 
0.7% to 1.4%. Lending rates have held steady since mid- 
2002. The nominal lending rate (the average of the 
consumer, prime, ordinary and treasury lending rates) 
remained at 15%, although in real terms the rate rose by 
six tenths of a percentage point and ended the year at 8%. 

The rates at which public debt instruments were 
traded on the secondary market tended to slip in the course 
of 2003, reflecting the positive perceptions generated by 
the downturn in the fiscal deficit, the upturn in economic 
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activity, the decline in inflation and the favourable 
international environment. The government’s treasury 
bills performed well in the initial months of 2004. Since 
May, however, these instruments have lost value as a result 
of an increase in demand for dollar assets and the prospect 
of interest-rate movements in the United States. 

The percentage growth rate of the monetary 
aggregate M1 (means of payment) slowed down between 
September 2002 and September 2003, then sped up 
towards the end of the year. Thus, annualized month- 
on-month growth in M1 averaged 16% in 2003, as 
compared to.21% in 2002. 

Liquidity (M3) expanded faster that it had in 2002, 
as its average annual growth rose from 9% to 11%. In 
the first few months of 2004 M1 and M3 grew at rates 
similar to those observed in 2003. 

Thanks to the slowdown in inflation since the 
beginning of 2004, the central bank was able to lower 
its benchmark rates on two occasions (in February and 
March), by a total of 50 basis points. This action was 
intended to offset the downturn in the price of the dollar 
during that period. 

The financial sector was characterized by the faster 
growth and better quality of loan portfolios, especially 
with respect to business and consumer loans. All types 
of financial entities saw a continued upturn in profits. 
Credit, which had shown positive growth since the 
second half of 2002, recovered further in the course of 
the year, and this trend continued into 2004. 


(c) Exchange-rate policy 


By mid-June 2004 the nominal exchange rate had 
fallen by nearly 3% in relation to its December 2003 
level. This revaluation of the peso, which began in the 
final months of 2003, reflects a decline in demand for 
dollar assets and an increased inflow of capital, in the 
context of a worldwide depreciation of the dollar. The 
monetary authorities and the government stepped up 
their purchases of foreign exchange in the domestic 
market, slowed down the monetization of external credit 
resources and required banks to provide more backing 
in dollars for their liabilities in that currency. In addition, 
the government bought dollar futures and the central 
bank lowered its intervention rates by 50 basis points. 
In May the dollar stopped depreciating in response to 
expectations that the United States Federal Reserve 
would raise its benchmark interest rate. The price of the 
dollar levelled off at about 2,720 pesos in May 2004. 
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3. The main variables 
(a) Economic activity when external demand strengthened and the terms of 
trade improved significantly. 

Domestic demand, which was the primary source All the major sectors grew at high or acceptable 
of growth, was driven by a large jump in investment rates and, with few exceptions, posted faster growth in 
(19.4%), led by the expansion of construction and of 2003 than in 2002. In 2003 the upturn was particularly 
investment in other branches of industry. Household strong in construction (12.4%, owing mainly to the 
consumption, which had shown only feeble growth up building subsector), mining (12.1%, thanks mostly to 
until mid-2003, started to gain momentum late in the coal, gold, ferronickel and construction-related 
year. The revival of domestic demand was stimulated minerals), finance (4.6%), industry (4.2%), transport 
by low real interest rates and renewed confidence in the (4.5%) and commerce (5.1%). 
country. Conditions were also propitious in the external The economy continued to perform well in the first 


environment, especially in the second half of the year, quarter of 2004, buoyed by strong growth in construction 
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(12%), particularly in the building subsector (56%), 
although engineering works dropped off considerably 
(-42%). There was also robust expansion in financial 
services (from 5.6% to 7.5%) and in transport, storage 
and communications (from 5.1% to 6.4%). Private 
investment and consumption are propelling domestic 
demand, but exports are barely growing (1.1%). In the 
first few months of 2004 there were positive 
developments in a number of leading indicators: energy 
demand maintained a 3% growth rate in the first four 
months of 2004, and surveys indicate that industrial 
output is picking up, as are trade prospects. 


(b) Prices, wages and employment 


Consumer prices were on the rise as 2003 began, 
but inflation started to subside in May thanks to a bigger 
food supply and slower currency devaluation. By the 
end of 2003 inflation was down to 6.5%, which was 
half a percentage point lower than the 2002 figure (7%) 
but higher than the target range of 5% to 6%. The 
strongest upward pressure was on prices of regulated 
goods and services (fuels and utilities). 

For 2004 the central bank set a range of 5% to 6% 
as the annual inflation target. Between January and May 
the consumer price index tended to decline, but in June 
arise in fuel prices pushed the index up by 6.1%. In any 
event, this is lower than the 7.2% posted in the same 
month of 2003. 

Producer prices went up by 5.7% in 2003, showing 
a decline of more than three percentage points in relation 
to their 2002 growth rate (9.3%). In June 2004 producer 
prices posted a 12-month inflation rate of 5.9%, which 
was five points lower than the 12-month rate posted a 
year earlier. 

Despite the acceleration of GDP growth, 
unemployment remained high. Unemployment in 13 
metropolitan areas reached an annual average of 16.7%, 
down from 17.6% a year earlier. Employment (53.8%) 
was up by eight tenths of a percentage point and labour- 
force participation (64.5%), by three tenths of a point, 
while underemployment (32%) was down by six tenths 
of a point. Nationwide, unemployment dipped from 15.7% 
to 14.2% and underemployment, from 34.4% to 31.9%, 
while employment (53.3%) rose by more than one point 
and labour-force participation (62%), by six tenths of a 
point. These changes were influenced by stronger 
economic performance in rural areas and small cities. 

In the first third of 2004 urban unemployment was 
one percentage point lower than it had been in 2003 and 
the number of employed people grew by an annual rate 
of 3%. At the national level, the unemployment index 
remained unchanged. 
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The real basic minimum wage (US$ 115) went up 
by a mere 0.1% in 2003, while the real wages of 
industrial workers with permanent contracts dipped by 
0.1%. 


(c) The external sector 


In 2003 Colombia’s exports benefited from the 
recovery of the United States economy and from a rise 
in commodity prices attributable to vigorous growth in 
the Chinese economy. , 

Total exports rose by 10% in 2003. The brisk growth 
of traditional exports (13%) was due largely to an 
increase in external sales of coal and, to a lesser extent, 
of ferronickel, as a result of both higher international 
prices and a rise in export volume. Petroleum revenues 
increased, despite a decline in output, because of higher 
prices on the international market. 

Non-traditional exports grew by 5.5% in response 
to the renewal and extension of tariff preferences in the 
United States; this helped to offset the slump in sales to 
Venezuela (-39%). The United States was once again 
the main destination for Colombian exports (44% of the 
total), followed by the countries of the Andean 
Community (15%) and the European Union (14%). 
Increases in sales of gold and apparel helped to push up 
exports of non-traditional products towards the end of 
the year. Excluding gold and emeralds, non-traditional 
exports fell by 1.6% in 2003 in relation to their 2002 
level. 

Imports were up by 10% in 2003; the biggest 
increases were in capital goods, raw materials and 
intermediate goods for industry. Imports of consumer 
goods, however, slipped by 1%. 

Export growth sped up in early 2004, thanks to high 
commodity prices and burgeoning global demand. In 
the first four months of the year merchandise exports 
rose by 13%, reflecting both the continued strength of 
traditional exports (13%) and the increased momentum 
of non-traditional exports (12%). Imports went up by 
8% in the first quarter, owing mainly to higher purchases 
of raw materials and intermediate goods for industry 
(19%) and, to a lesser extent, of capital goods for industry 
(13%). 

The 2003 balance of payments showed a current- 
account deficit of US$ 1.417 billion (1.8% of GDP), a 
capital-account surplus of US$ 833 million (1.1% of 
GDP) and a surplus of US$ 400 million in the errors 
and omissions account. As a result of these changes, 
international reserves declined by US$ 184 million. 

The merchandise balance in 2003 exhibited a 
surplus of US$ 265 million (0.3% of GDP), which was 
similar to the 2002 figure. The deficit on the factor 
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income account deepened because of an increase in profit 
transfers; this was partially offset by a larger volume of 
incoming transfers, especially family remittances, which 
are now equivalent to some 4% of GDP. 

Capital inflows were down by US$ 476 million in 
2003. An increase in long-term liabilities, of just over 
US$ 2.5 billion, helped to make up for a downturn in 
inflows of short-term capital, of more than US$ 2.9 
billion. These trends changed the structure of Colombia’s 
external debt, shifting it towards more long-term 
liabilities. 

Foreign direct investment inflows totalled 
US$ 1.762 billion, which was US$ 352 million less than 
the 2002 figure. The decline essentially reflected 
dwindling external investment in the petroleum, 
communications and electricity sectors. In net terms, 
foreign investment fell to US$ 837 million. On the other 
hand, the hotel and commerce sectors received larger 
inflows of capital, and direct investment abroad 
increased. 

In the first quarter of 2004 the current-account 
deficit reached US$ 722 million (3.3% of quarterly 
GDP), despite the surpluses on the capital account and 
the errors and omissions account (of US$ 948 million 
and US$ 196 million, respectively). The overall outcome 
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was a US$ 424-million increase in international reserves. 
The US$ 64-million trade deficit in the first quarter of 
2004 was similar to the deficit posted in the year-earlier 
period. 

The capital and financial account posted a large 
inflow of capital, especially short-term, as a result of a 
reduction in assets abroad, both public and private. In 
the first quarter of 2004 foreign direct investment inflows 
reached US$ 546 million —more than twice the amount 
received in the first quarter of 2003— thanks to increased 
investment in mining and quarrying. Total external debt 
rose from 46.3% of GDP in 2002 to 49.2% in 2003, 
although the private sector’s external debt decreased 
from 18.1% to 17.6% of GDP between those two years. 
Consolidated public external debt rose from 28.3% to 
31.4% of GDP. 

In late 2002 the United States decided to extend its 
system of trade preferences for the Andean countries 
by passing the Andean Trade Promotion and Drug 
Eradication Act. In early April 2004 Colombia, Ecuador, 
Venezuela and the MERCOSUR countries concluded 
their negotiations on a free trade agreement. Shortly 
thereafter, on 18 May, negotiations were opened with a 
view to concluding a similar free trade agreement 
between the United States, Colombia, Ecuador and Peru. 
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improvement in sight. 


The government has striven to keep fiscal policy under 
control, but with ambiguous results. On the one hand, 
fiscal surpluses have been achieved and some necessary 
reforms have been implemented —such as unification of 
public-sector wages; on the other hand, wages and other 
current expenditures have systematically increased their 
share of the budget, while State enterprises involved in 
the oil, electricity and telephone sectors continue to 
perform far below par in terms of meeting the standards 
of efficiency needed to underpin sustained economic 
development. Public debt also remains high. 

Deposit growth in the financial sector has not led 
to a comparable increase in lending to local firms 
(especially small and medium-sized enterprises), while 
private banks have significantly increased the 
proportion of assets that they hold abroad. This fact, 
compounded by hi gh country risk, should help to 
explain the high cost of credit in Ecuador. 


for 2004, based almost iecves on increased private-sector | ait extraction. | Nonetsless . 
- the employment situation in 2004 is pres to be similar to what it was in 2003, with no 


Inflation abated further in 2003, falling to an annual 
rate of 2.9% in June 2004. The lowering of inflation 
since dollarization, together with the widespread 
nominal depreciation of the dollar against other 
currencies, contributed to a slight depreciation of 
Ecuador’s real effective exchange rate during the 
period, although it remains at relatively low levels 
(appreciation) in historical terms. 

The external sector has strengthened thanks to 
increased crude-oil exports and soaring prices for this 
product on international markets. External accounts 
were also favoured by the small increase in imports, 
reflecting weak growth in the non-petroleum sector and 
completion of the Heavy Crude Oil Pipeline (OCP). 
An even greater improvement in the external position 
is expected in 2004, thanks to increased oil production, 
although the country’s increasing dependence on oil is 
a risk factor for the future. 
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2. Economic policy 


Economic policy in 2003 was mainly aimed at fulfilling 
the requirements set out in the stand-by arrangement 
signed with the International Monetary Fund (IMF) in 
March of that year. Although the agreement’s fiscal 
targets were nearly achieved thanks to the government’s 
efforts to maintain fiscal austerity, several of the reforms 
that had been agreed upon remained pending when the 
arrangement expired in April 2004, mainly for political 
reasons. These reforms include putting public 
telecommunications and electricity distribution firms 
under private management, together with tax reform and 
the liquidation of financial institutions that had been 
closed since the 1999 crisis. On the external front, 
Ecuador, like Colombia and Peru, is in the process of 
negotiating a bilateral free trade agreement with the 
United States. 


(a) Fiscal policy 


In 2003, the primary surplus of the non-financial 
public sector (NFPS) came in at 4.8% of GDP, while the 
overall surplus was 1.7%. Although this represented an 
improvement on the corresponding figures for 2002,! 
the 2003 stand-by arrangement with IMF envisaged a 
primary NFPS surplus of 5.2% of GDP. The central 
government primary surplus amounted to 2.7% of GDP 
in 2003, while the overall deficit was 0.4% of GDP. 

On the expenditure side, central government wage 
payments grew by 11.5% in nominal terms, i1.e., by over 
twice as much as total expenditure, thereby raising their 
share of total budgeted expenditure to 37% (6.9% of 
GDP). The income side was boosted by an 11.4% 
expansion in income tax receipts and a 14.6% increase 
in oil revenues, while VAT receipts grew by just 3.5% 
(despite a 2.7% expansion in output, and consumer price 
inflation of 6.1%). Admittedly, almost half the GDP 
increase came from the oil sector, which has less of an 
impact on VAT than other sectors of the economy, since 
60.6% of the crude oil extracted in 2003 was exported. 
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In October 2003, Congress passed the Civil Service, 
Administrative Career and Public-Sector Wages 
Unification and Standardization Act with a view to 
cutting the wage bill and reducing the number of grades 
in the salary scale, on a standardized basis across the 
different public-sector bodies. The government has not 
yet carried out a tax reform to eliminate the earmarking 
of a large part of tax revenues. 

For 2004, the revised tax base envisages a primary 
NFPS surplus equivalent to 5% and an overall surplus 
equivalent to 2.3% of GDP. The targets proposed for the 
central government are a primary surplus equivalent to 
2.1% and an overall deficit of 0.8% of GDP. There are 
additional contingent expenditures, however, such as 
those associated with a suit that has been brought by 
private oil companies seeking reimbursement from the 
state of value added tax.” Central government borrowing 
requirements are expected to be covered mainly through 
domestic borrowing —especially from the Ecuadorian 
Social Security Institute (IESS), which can invest up to 
50% of its assets in the public sector— and, to a lesser 
extent, through external funding from multilateral 
organizations. Nevertheless, the pension increases 
approved in 2004 could reduce the volume of funds 
available to the IESS for the purchase of public securities. 
It is unlikely that Ecuador will return to international 
capital markets this year, given the rise in interest rates 
in the United States, the high level of country risk (886 
basis points on average in June 2004), and the low risk- 
rating of the Ecuadorian external debt. All of this would 
undoubtedly make external borrowing very costly in 
comparison to domestic financing. 

The government is expected to use the resources 
accumulated in the Fund for Stabilization, Social and 
Productive Investment and Reduction of Public Debt 
(FEIREP) to redeem public debt instruments, with the 
dual purpose of reducing country risk and relieving the 
heavy fiscal burden imposed by interest payments, which 
amounted to 3.1% of GDP in 2003.3 Projections indicate 


1 Both balances include US$ 130 million (0.5% of GDP) which the Office of the Under-Secretary of the Treasury “de-allocated” from 


central government expenditure in 2003. 


2 A judgetent in favour of an oil company was handed down in July by an international arbitration tribunal. 


3 This fund consists of the proceeds of heavy crude sales corresponding to the State’s share in private oil production. The act establishes that 
10% of the monies accumulated in the fund must be used to buy back public debt. 
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Gross domestic product 
Per capita gross domestic product 


Gross domestic product, by sector 
Agriculture, livestock, hunting, 
forestry and fishing 
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Manufacturing 
Electricity, gas and water 
Construction 
Wholesale and retail commerce, 
restaurants and hotels 


Transport, storage and communications 


Financial institutions, insurance, 
real estate and business services 


Community, social and personal services 


Gross domestic product, by type 
of expenditure 
Consumption 
General government 
Private 
Gross domestic investment 
Exports (goods and services) 
Imports (goods and services) 


Investment and saving ° 
Gross domestic investment 
National saving 
External saving 


Balance of payments 
Current account balance 
Merchandise trade balance 
Exports f.0.b. 
Imports f.o.b. 
Services trade balance 
Income balance 
Net current transfers 
Capital and financial balance 4 
Net foreign direct investment 
Financial capital ° 
Overall balance 
Variation in reserve assets ! 
Other financing 9 


Other external-sector indicators 
Real effective exchange rate 

(index: 2000=100) " 

Terms of trade for goods 

(index: 1997=100) 

Net resource transfer (% of GDP) 
Total gross external debt 

(millions of dollars) 

Total gross external debt (% of GDP) 


Net profits and interest (% of exports) ! 
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Table 1 (concluded) 
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1995 1996 1997 1998 1999 2000 2001 2002 2003 4 
Average annual rates 
Employment 
Labour force participation rate! 55.8 95.8 55.8 57.3 58.4 60.0 56.8 55.6 54.1 
Unemployment rate * Tt 10.4 9.3 11.5 15.1 14.1 10.4 8.6 9.8 
Visible underemployment rate! a: 13.6 SZ 13.8 11.3 9.3 8.8 
: Annual percentages 
Prices 
Variation in consumer prices 
(December-December) 22.8 25.6 30.7 43.4 60:7 91.0 22.4 9.4 6.1 
Variation in producer prices mT 18639 64.9 -5.6 en 4.5 
Variation in nominal exchange rate 
(December-December) ™ 26.8 23.4 2212 50.1 176.0 37.3 0.0 0.0 0.0 
Variation in average real wage 10.0 5.4 -2.3 -4.0 -8.3 -4.7 2:5 ee — 
Nominal deposit rate" 8.2 6.6 Beil 5.3 
Nominal lending rate" 15.2 15.5 14.1 12.6 
Percentages of GDP 
Non-financial public sector 
Total income 22.8 21.9 19.9 12:8 21.1 25.9 23.5 25.8 25.7 
Total expenditure 23.8 24.6 Beni 22.1 25.0 24.4 23.1 25.2 24.5 ° 
Net capital expenditure 5.9 6.8 5.3 5.0 6.0 5.0 6.6 [e) 5.4 
Primary balance 2.9 te2 2.1 -0.6 3:2 8.1 By 4.2 Ara 
Overall balance -1.0 -2.7 -2.1 -4.8 -3.9 es) 0.4 0.6 e742 
Public debt 64.7 64.4 56.6 61.9 92.0 79.7 63.4 55.6 51.6 
Domestic P Te) 8.8 7.0 10.5 18.1 17.8 13.3 11.4 19-0 
External 57.4 55.6 49.6 51.4 73.9 62.0 50.1 44.2 40.6 
Interest payments (% of total income) Ave 17.9 21.1 24.5 33.7 255 20.2 13:9 als) 
Money and credit 9 
Domestic credit‘ 25.4 26.6 27.0 34.1 41.1 29.3 24.6 23.4 
To the public sector 0.4 0.8 Hee 2.4 4.5 2.4 -1.3 -1.7 
To the private sector 25.1 25.9 25.8 31.6 36.6 26.9 26.0 25.2 
Liquidity (M3) 
Money stock and local-currency 
deposits (M2) § Ze 22.0 23.1 20.2 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 
prices. 3 Includes errors and omissions. 
minus net foreign direct investment. 
loans and exceptional financing. 


5 Based on figures in dollars at constant 2000 prices. 
© Refers to the capital and financial balance (including errors and omissions), 
‘A minus sign (-) denotes an increase in reserves. 
» Annual average, weighted by the value of merchandise exports and imports. 
net investment income as a percentage of exports of goods and services as shown on the balance of payments. 
active population as a percentage of the working-age population, three cities; up to 1998, urban total. 


© Based on figures in local currency at current 


3 Includes the use of IMF credit and 

' Refers to 
i Economically 
K Unemployed population 


as a percentage of the economically active population, three cities; up to 1998, urban total. Includes hidden unemployment. 


'Underemployed population as a percentage of the economically active population, three cities; up to 1998, urban total. 
January 2000, the country adopted the United States dollar as its official currency. 
© US$ 130 million that was de-earmarked from the central government accounts by the Office of the Under-Secretary 


average. 


for the Treasury (equivalent to 0.5% of GDP) has not been deducted for 2003. 
' Refers to net credit extended to the public and private sectors by commercial 
8 Includes foreign-currency deposits. 


4 The monetary figures are annual averages. 
banks and other financial and banking institutions. 


that FEIREP revenue for 2004, together with the funds 
remaining from 2003, will be sufficient to buy back US$ 
394 million of debt. Ecuadorian external public debt 
(including amounts owed by the central bank) stood at 
US$ 11.493 billion in December 2003 (42% of GDP), 
while central government domestic debt amounted to 
US$ 3.016 billion (11% of GDP). The latter continued 
to grow in 2004, rising to US$ 3.272 billion by June. 


™In 
" Benchmark rate in dollars, monthly 


P Corresponds to the central government. 


(b) Monetary policy 


Along with the sharp decline in country risk for 2003 
(measured by the J.P. Morgan Emerging Markets Bond 
Index (EMBI)) from an average of 1,796 basis points in 
December 2002 to 840 points in December 2003, 
benchmark lending rates eased from 12.7% in December 
2002 to 11.5% in December 2003, while deposit rates 


—— roc 


Nominal interest rate (annualized percentages) 


Deposit rate ® 5.3 50s 

Lending rate © 14.9 14.4 

Interbank interest rate * 1.9 1.4 
Sovereign bond spread (basis points) OSHae less 


Domestic credit 9 (variation from same 


quarter of preceding year) | . 14.2 16.6 


Non-performing loans as a percentage 


of total loans (%)" 42.5 39.4 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
> Based on figures in dollars at constant 2000 prices. 
4 jn January 2000, the country adopted the United States dollar as its official currency. ® Benchmark rate in dollars, monthly 
9 Refers to net credit extended to the public and private sectors by commercial banks and 
" Refers to total credit extended by the banking system. 


4 Preliminary figures. 
and imports. 
average. ‘Interbank market, weighted average. 
other financial and banking institutions. 


held fairly steady at around 5.1%. In the first half of 
2004, the lending rate fell slightly compared with its 
December 2003 level, although it did fluctuate somewhat. 
By the end of June 2004, the benchmark lending rate 
stood at 10.2% and the benchmark deposit rate at 4.1%. 
Rates and spreads remained relatively high, despite low 
international interest rates and the downward trend in 
domestic inflation in 2003 and the first half of 2004. 
One possible explanation for the above is the fact 
that private banks have placed a large proportion of their 
funds in highly liquid assets, many of which are held in 
investments abroad earning very poor returns: the sum 
of “notes, coins and deposits held by non-residents” and 
“non-equity securities held by non-residents” represented 
23.1% of the total assets of private banks open in June 
2004. This strong preference for liquidity abroad is due 
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partly to the absence of a lender of last resort (although 
there is a liquidity fund), and it would also seem to 
indicate the sector’s determination to maintain an 
“insurance policy” denominated in hard currency, 
“contracted” outside the country, notwithstanding the 
high opportunity cost involved. 

The Ecuadorian financial sector has strengthened 
since the 1999 crisis, and bank assets have grown 
significantly. In 2003 and early 2004, however, credit to 
non-financial enterprises expanded proportionately less: 
while the former increased by 24% between February 
2003 and June 2004, the latter rose by 17.6%. To 
underpin the development process, the country clearly 
needs to ensure greater access to credit and lower interest 
rates to its production sector (especially the tradable 
goods and labour-intensive segments). 


Ee 
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(c) Other policies 


Ecuador regained a degree of exchange-rate 
competitiveness vis-a- vis its trading partners in 2003 
(a 2.6% depreciation between December 2002 and 
December 2003), owing essentially to nominal 
depreciation of the United States dollar against other 
currencies and despite the fact that its domestic inflation 
was even higher than that of the United States, thereby 
resulting in a real appreciation of 3.9% with respect to 
that country. The largest real bilateral depreciations 
relative to the country’s major trading partners occurred 


+ 


a The main variables 


(a) Economic activity 


Ecuador’s GDP grew by 2.7% in 2003, generating 
an increase in per capita GDP of 0.9%. Almost half of 
that growth was attributable to the expansion of private 
oil production during the last quarter of 2003, following 
the coming-on-stream of the Heavy Crude Oil Pipeline 
(OCP), which doubled the country’s crude oil transport 
capacity. However, owing to sluggish private 
consumption and a reduction in gross fixed capital 
formation, the non-oil economy scarcely grew at all. 
The other sectors that contributed to growth in 2003 
were services (including commerce) and, to a lesser 
extent, manufacturing. 

Growth of 5.5% is projected for 2004, based almost 
exclusively on the increase in private oil production. The 
oil companies that form part of the OCP consortium 
financed the construction of the pipeline by signing “‘ship- 
or-pay” contracts originally for an aggregate total of 
390,000 barrels per day. Under these contracts, the firms 
stand to lose money if they fail to extract and transport 
crude through the pipeline in the volumes contracted in 
each case —thereby providing a major incentive to expand 
crude output for firms whose shipping capacity currently 
exceeds production. In contrast, production by 
Petroecuador has been on the decline in recent years, 
falling by 36.8% between 1993 and 2003. This could 
stabilize in 2004, however, if the firm’s outsourced 
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with the euro (16.4% between December 2002 and 
December 2003), the Brazilian real (27.8%) and the 
Chilean peso (11.3%). 

Between December 2003 and May 2004, the real 
effective exchange rate strengthened only slightly (0.7%) 
as a result of the opposing effects of appreciation of the 
dollar against the euro, devaluation of the Venezuelan 
currency and appreciation of the Colombian peso. Thus, 
the real effective exchange rate in May 2004 was still 
9.7% below (i.e., an appreciation) the average recorded 
between January 1992 and December 1998, before the 
1999 crisis. 


drilling operations prove successful. The other sectors 
of the Ecuadorian economy are not expected to grow 
much: bad weather has hurt the banana sector, and this 
has been compounded by the inclusion of Eastern 
European countries in the European Union quota regime; 
the shrimp industry was accused of dumping, and 
sanctions were imposed upon it in the United States, its 
main market; and cocoa-producing areas were also 
afflicted by poor weather in early 2004. 

In 2003, the government invited bids for private 
investments in four of the fields currently operated by 
Petroecuador, but the Special Committee on Competitive 
Bidding declared the process null and void in April 2004. 
For the time being, it is uncertain when this bidding 
process will be resumed, since it is contingent upon a 
prior reform of the Hydrocarbon Act. Petroecuador’s 
insufficient level of investment in both extraction and 
prospecting for new reserves poses a problem. Private 
activity will probably remain the only source of increases 
in oil reserves in 2004. 

On the environmental front, the lawsuit brought 
against Texaco for environmental damage in Amazonia 
is still in the courts.4 Environmental issues are 
particularly important given the government’s interest 
in launching the Ishpingo-Tambococha-Tiputini (ITT) 
project. This area contains vast reserves of heavy crude, 
but its development will require huge capital outlays and 
will entail operating in ecologically sensitive areas. The 


+ The firm (now Chevron-Texaco) operated in the area until 1992 and carried out a US$ 40 million restoration programme between 1995 


and 1998. 
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failure of the April 2004 competitive bidding process 
underscored the need to identify environmental 
hazards in the areas in question in order to reduce 
uncertainty surrounding the value of the assets to be 
leased out and thereby raise expected returns for the 
government. The environmental issue is inextricably 
linked to sustainable development in Ecuador, given 
the country’s wealth in terms of biodiversity and its 
tourism potential. 


(b) Prices, wages and employment 


Inflation fell to 6.1% in 2003 and is expected to 
ease further in 2004, with the 12-month figure slated to 
reach 2.9% by June 2004. Cumulative inflation during 
the first half of 2004 was 1.7%, with non-tradables 
posting notably smaller price hikes than in the same 
period a year earlier. 

Despite the moderate growth rates recorded in recent 
years, employment has not picked up. Between May 2003 
and May 2004, total unemployment? grew from 10% to 
11.5%, while the overall employment rate fell slightly 
(-1.8%). No improvements are expected in job creation 
in 2004, since growth will be based on the oil sector, 
which does not generate strong demand for labour. The 
minimum real wage in May 2004 was slightly higher 
(2.1%) than in May 2003. 


(c) The external sector 


The balance-of-payments current account deficit 
improved during 2003, narrowing by 67.7% from US$ 
1.315 billion to US$ 424 million, owing mainly to a 
drastic reduction in the merchandise trade deficit. The 
large external debt and the foreign investment flows 
of recent years generated an increase in factor 
payments abroad, which grew by 13.2% to US$ 1.454 
billion. Remittances from workers abroad increased 
by 7.5% to US$ 1.54 billion. 

Two points should be noted as regards the balance- 
of-payments financial account. First, FDI grew by 21.9% 
to stand at US$ 1.555 billion, thanks mainly to investments 
in the production and transport of hydrocarbons. Second, 
the category “other investments”, which includes financial 
transactions that are neither portfolio nor direct 
investments, showed a net capital outflow of US$ 1.261 
billion; this was concentrated, as indicated earlier, in the 
purchase of foreign assets (US$ 904 million). 


5) In Cuenca, Guayaquil and Quito. 


6 The European Union announced an import quota for bananas from all sources that is significantl 
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The high export earnings recorded in 2003 (up by 
19.9%) were attributable to the buoyancy of hydrocarbons 
and petroleum products (55% of the increase) and to more 
modest increases in bananas, vehicles and tinned fish. The 
26.8% rise in oil export earnings reflected high prices and 
the increase in private crude production volumes following 
the coming-on-stream of the new pipeline (OCP). Among 
non-oil exports, bananas were the most dynamic category 
in 2003 (up by 13.4%), thanks to increased production 
and despite lower prices than in 2002. While shrimp 
exports grew by 9.1% in 2003, they have not yet regained 
the levels attained before the appearance of the white spot 
virus. Coffee and cocoa exports also had a good year, 
thanks to stronger prices. 

Imports displayed weak growth in 2003 owing to 
the completion of the OCP and a slowdown in the non- 
oil economy, despite a vigorous expansion in fuel and 
lubricant imports. This increase (US$ 596.7 million, 
156% higher than in 2002) was mainly due to 
Petroecuador’s inability to supply the domestic market 
with petroleum products, compounded by a sharp rise in 
the international prices of hydrocarbon derivatives. 
Imports of consumer goods expanded by 4.2%, while 
imports of capital goods fell by 11.6%. 

Oil exports are expected to improve further in 2004, 
although higher import prices (particularly for fuels) 
could affect the current account, given the country’s need 
to import petroleum distillates. Workers’ remittances are 
likely to remain high, and FDI will continue to flow into 
the oil sector, and particularly to firms that are part of 
the OCP consortium, although the amounts involved may 
be lower than in 2003. 

In the first half of 2004, exports led by oil— grew by 
19.2% with respect to the same period in 2003. Hydrocarbon 
exports should continue to perform well throughout the year, 
but the outlook is less promising for nearly all other sectors. 
Banana exports, in particular, were down 12.9% in the first 
half of 2004, and the sector is facing a reduction of purchases 
by Eastern European countries following their admission 
to the European Union on | May 2004.6 

Imports grew by 13.2% in f.o.b. terms in the first 
half of 2004, owing mainly to price increases. Raw 
materials account for nearly half (47.6%) of the increase 
in total imports, while fuels and lubricants account for 
another quarter, reflecting high prices on the international 
market. Total imports of capital goods rose by just 4.2% 
during the period due to the sluggishness of investment 
in both the crop-farming and industrial sectors. 


y lower than Ecuador’s sales to the region 


in 2003. To compensate for this, the country is seeking new markets for banana exports (especially China). 


y eee ss ‘year Ss Orion This result was prcluenens ie to eorccmmepei growth in the 
be agricultural sector (15%) as a result of good weather conditions, as ; non-agricultural activities 
y “ shrank by 0.4%. Thanks to this recovery in GDP, the total nationwide unemployment rate 


eased from 16.4% in 2002 to 13% in 2003. Nevertheless, this completed a six-year period of 


The country had an external current account surplus 
for the second year running thanks to the strong 
performance of agricultural exports, especially 
soybeans, which were boosted by a competitive real 
exchange rate. The central government deficit 
narrowed from 3% in 2002 to 0.6% in 2003, following 
spending cuts and significant growth in tax revenue in 
the wake of administrative measures to reduce evasion. 
In a stable subregional environment, the guarani 
appreciated by 15% in 2003, helping to bring down 
year-on-year inflation from 14.6% at the end of 2002 
to 9.3% by late 2003. 

The administration that took office in August 2003 
announced its intention to bring more of the economy 
into the formal sector and to make headway in combating 


2. Economic policy 


In October 2003 government authorities and the leaders 
of political parties represented in the Congress signed 
an agreement to give priority consideration to six pieces 
of proposed economic legislation. These included a 
plan for restructuring the public debt, the introduction 


very meagre growth in the Paraguayan economy. 


corruption and tax evasion. The shortage of external 
resources had become more acute since mid-2002, 
making the fiscal gap increasingly hard to bridge and 
forcing the authorities to defer the payment of liabilities. 
Accordingly, the new government decided to give 
priority to reducing the fiscal deficit and regularizing 
external and domestic public debt servicing. 

Official forecasts project a GDP growth rate of 2.7% 
in 2004. The agricultural sector, especially soybean and 
maize production, is expected to expand less dramatically 
than in 2003, in view of the drought in the first quarter 
of 2004. In contrast to the pattern in 2002, however, 
non-agricultural activities are likely to enjoy a 
widespread recovery, with livestock and construction 
being the fastest-growing sectors. 


of a personal income tax and reform of the civil-service 
pension system. The initiative also includes a reform 
of the public banking system, a new customs code and 
the restructuring of State-owned corporations and 
agencies. 


Percentages of GDP 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


8 December-December variation. 


Following this commitment, in December 2003 the 
International Monetary Fund (IMF) approved a US$ 73 
million standby arrangement, thereby giving the 
government access to loan disbursements from the 
World Bank and the Inter-American Development 
Bank (IDB), which will be used to regularize external 
debt servicing. The key targets for 2004 laid down in 
the arrangement include turning the fiscal deficit into 
a surplus, reducing inflation to 8% by the end of the 
year, accumulating at least US$ 855 million in 


international reserves (in April 2004 they stood at 
US$ 1.053 billion) and presenting a government plan 
to allow private investors to buy stakes in State- 
owned enterprises. 

The macroeconomic programme has been based 
on these agreements. The authorities have indicated that 
they intend to treat the arrangement with IMF as 
precautionary, meaning that the funds approved will 
be added to international reserves and will be used only 
in the event of an economic crisis. 
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(a) Fiscal policy 


The government established the regularization of 
debt servicing and the reduction of the deficit as its 
primary fiscal management goals. With regard to the 
first goal, a set of regulations was adopted in late 2003 
to restructure domestic debt liabilities in the amount 
of US$ 138 million. As for the fiscal deficit, 
administrative control measures to reduce tax evasion 
were strengthened, and in August 2003 the draft 
Administrative Reorganization and Fiscal Adjustment 
Act was submitted to the Congress. 

This legislation, which was adopted in June 2004, 
makes the following legal changes, among others: 

(i) Broadens the corporate income tax base, generalizes 
the tax and abolishes exemptions for medium-sized 
and large enterprises, providing instead for a 
reduction in their tax rate from 30% to 20% in the 
first year and to 10% in the second year; 

(ii) Introduces a personal income tax at a 10% rate for 
individuals earning more than 10 times the monthly 
minimum wage as from 2006, and a rate of 8% for 
those with lower incomes as from 2007; 

(i11) Establishes a general rate of 10% for value added 
tax, with rates of up to 5% for a group of staple 
foods and exemptions for agricultural products in 
their natural state and for education services, 
including books, newspapers and magazines of 
educational, cultural or scientific interest; and 

(iv) Establishes excise tax rates of 50% on petroleum- 
based fuels and 12% on cigarettes and beverages, 
and expands the regulatory powers of the Office of 
the Under-Secretary for Taxation. 

Once the tax reform is fully implemented, it is 
expected to generate additional revenues amounting to 
some 1.5% of GDP per year. 

In December 2003 the Congress passed the Fiscal 
Fund Reform and Sustainability Act to place the Fiscal 
Fund (public-sector pension system) on a sounder 
footing, since it had accounted for a large and growing 
proportion of the government deficit. This law 
establishes a 16% contribution rate for all Ministry 
of Finance retirement and other pension programmes. 
In addition, it sets the mandatory retirement age at 62 
for all public-sector employees except teachers, with 
the option of early retirement for workers aged 50 or 
over with at least 20 years of service. Public-school 
teachers can opt for regular retirement after 28 years 
of service. Women with a minimum of 25.-years’ 
service will be credited with an additional year for 
each live birth, up to a maximum of three. 

Total fevenue amounted to 18.9% of GDP in 2003, 
the highest proportion since 1990. The biggest 
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contribution came from tax receipts, which rose by 
two percentage points of GDP, raising the 2003 tax 
burden to 11.5% of GDP. Non-tax income remained 
at about 7%, current expenditure edged up slightly to 
15.5% and capital expenditure stayed broadly 
unchanged at 4%. The upward trend in tax revenue 
has continued in 2004, with tax receipts rising by a 
nominal 37% in the first four months of the year. This, 
together with spending controls, generated a surplus 
of 2.8% of GDP. 


(b) Monetary and exchange-rate policy 


In contrast to its behaviour in 2002, monetary policy 
has been more expansionary since the start of 2003 and 
especially from the final quarter onward. The quantity 
of notes and coins in circulation increased until 
December, when the real year-on-year variation was 
30%. This figure was more or less maintained, with some 
fluctuations, in the first half of 2004. The monetary 
authorities thus provided adequate liquidity for 
productive activity. The monetary expansion did not fuel 
higher inflation, mainly because of the presence of idle 
capacity in the economy and the fact that economic 
agents’ confidence in the authorities led to an increase 
in bank deposits. 

The backdrop of greater subregional stability and 
record low international interest rates contributed to the 
success of this policy. Following the steep depreciation 
of the guarani in 2002, the exchange rate remained 
relatively stable, especially from May 2003 onward, 
although by December the local currency had 
appreciated by 15%. This stability persisted into mid- 
2004, at a rate of about 5,800 guaranies to the dollar. 

In this context, the yields on monetary regulation 
instruments started to fall steadily, from 24.7% in late 
2002 to 12.8% by late 2003, the lowest nominal rate 
since early 2001. Owing to the negative variations in 
the CPI between May and August, interest rates were 
very high in real terms until the third quarter of 2003, 
but dropped sharply between the last quarter of 2003 
and the second quarter of 2004. 

The positive trend in nominal interest rates reflected 
more cautious behaviour on the part of the financial 
system. Private banks accumulated funds in their current 
accounts with the central bank, resulting in a balance of 
557 billion guaranies (US$ 93 million) in late 2003, 
compared to 69 billion guaranies a year earlier. In order 
to counteract the high level of liquidity in the system, 
the authorities significantly raised the balance of 
monetary regulation instruments outstanding (to 508 
billion) in 2003 compared to 2002, without raising the 
interest rates paid on those instruments. 
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restaurants and hotels and business services. 
omissions. ~ 
. A minus sign (-) denotes an increase in reserves. 


i Annual average, weighted by the value of merchandise exports and imports. 
of exports of goods and services as shown on the balance of payments. 
™ Refers to percentages of the economically active population; urban 


the working-age population; urban areas nationwide. 
areas nationwide. 
excluding overdrafts and credit cards. 


> Based on figures in local currency at constant 1982 prices. 
and real estate (except housing). Restaurants and hotels are included in community, social and personal services. 
® Based on figures in local currency at current prices. 
3 Refers to the capital and financial balance (including errors and omissions), minus net foreign direct investment. 
i Includes the use of IMF credit and loans and exceptional financing. 


" Average effective interest rate on deposits. 
P The monetary figures are annual averages. 


© Includes financial institutions, insurance 
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« Refers to net investment income as a percentage 
' Economically active population as a percentage of 


° Weighted average of effective interest rates on loans, 
9 Refers to net credit extended to the 


public and private sectors by commercial banks and other financial and banking institutions. 


Total private-sector deposits in the banking 
system made a sustained recovery in 2003, rising by 
3.5% in real terms, compared to the 41% contraction 
registered in 2002. The improvement occurred in both 
local- and foreign-currency deposits, with the latter 
accounting for 63% of the total in March 2004 (US$ 945 
million), compared to US$ 780 million in early 2003. 
This additional liquidity did not generate an expansion 
of credit to production sectors, however, since lending 
in local and foreign currency shrank by more than 
20% in the course of the year. The government hopes 
that, as the economic reforms included in its 
programme are approved, the banks will provide more 


effective support for the economy’s productive 
development. 


(c) Other policies 


One key aspect of the government’s programme 
concerns public enterprises, in which the private sector will 
be allowed to invest starting in late 2004 under a 
commitment with IMF. Accordingly, the government is 
conducting a detailed audit of the enterprises in question. 
Some political sectors support the privatization of public 
firms, but the issue is still controversial. It seems most likely 
that a mixed (State and private) ownership system will be 
implemented, along with a private management system. 
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3. The main variables 


(a) Economic activity 


GDP grew by 2.6% in 2003, thanks to the exceptional 
15% expansion in the agricultural sector; non-agricultural 
activities, meanwhile, dipped by 0.4%. As in 2002, the 
expansion was led by exports (13%), but there was also a 
modest recovery in private consumption and in gross 
domestic investment that had not been seen the preceding 
year. Government consumption was down for the third 
straight year, this time by 7%. 

Soybean production attained a record of 4.2 million 
tons in 2003, with excellent per-hectare yields, thanks 
to good weather conditions. Yields in 2004 were reduced, 
however, by the drought that occurred early in the year. 

The livestock sector shrank by 2% in 2003, as 
outbreaks of foot-and-mouth disease led to the closure of 
much of the foreign market and a drop in livestock exports. 
The outlook for 2004 is brighter, however, with a growth 
projection of 5% thanks to the efficient management of 
this health problem and the opening of new markets (Iraq, 
Israel, Lebanon, Saudi Arabia and Angola), which in March 
2004 purchased more than half of all Paraguayan beef sales. 


> Based on figures in local currency at constant 1982 prices. 
® Weighted average of effective interest rates on loans, excluding overdrafts 


' Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking 
3 Refers to total credit extended by the banking system. 


° Quarterly average, weighted by the value of merchaRGisee 


Construction rebounded by 5.7% in 2003, following 
a contraction of over 30% in the previous biennium, 
although public works were few and far between owing 
to a shortage of financing. The improvement looks set 
to continue in 2004, provided that the urban project for 
ariverside strip in Asuncién goes ahead, along with new 
road works and a low-cost housing programme. Public 
construction receded by 7.7% in 2003, in a continuation 
of the downturn observed in previous years; only 84% 
of the approved budget was used, and physical 
investments diminished. Financial activity declined by 
7.5% in 2003. 


(b) Prices, wages and employment 


The year-on-year variation in prices up to April 
2003 was 21% as a result of the guarani’s devaluation 
in 2002. Since May 2003, however, the stability of the 
local currency has helped to reduce inflation, bringing 
it to a year-on-year rate of 5.5% by June 2004. The 


year-on-year variation was negative between May and 
August 2003. 
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The real wage index fell again in 2003, this time by 
2%. Wage-earners’ purchasing power dropped by 7.7% in 
the 2002-2003 biennium, affecting all production sectors. 

The total nationwide unemployment rate eased to 
13%, from the high of 16.4% recorded in 2002. However, 
the labour-force participation rate slipped from 61.2% 
to 59.8% in 2003, whereas it had risen in 2002. Thus, 
the lower unemployment rate partly reflected a decrease 
in the labour supply. Unemployment is highest among 
young people and particularly among women, reaching 
some 20% in these groups. Each year about 80,000 young 
people enter the labour force. 

The 2003 household survey revealed two key facts: 
barely 12% of the employed population is enrolled in a 
retirement or pension plan, and only 20% has health- 
care coverage provided by the Social Security Institute 
or another system. These figures confirm the very high 
level of informal-sector employment. 


(c) The external sector 


The value of registered (customs-cleared) 
merchandise exports rose by 30% to US$ 1.24 billion, 
partly because of a high real effective exchange rate. 
This strong performance reflected increases in both 
the prices and the volume of the goods exported. 
External sales were led by soybeans, which were up 
by 52%, and vegetable oils, which rose by 21%. Sales 
of cotton fibres and wood rebounded, while meat sales 
were down by 15% as a result of the foot-and-mouth 
disease outbreaks. 

Registered merchandise imports grew by 23% to 
US$ 1.86 billion, partly offsetting the downturn in 2002. 
Purchases from the MERCOSUR countries, especially 
Argentina, increased after having declined in 2002. 
Intermediate goods imports surged by nearly 40%, 
followed by capital goods (20%) and consumer goods 
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(11%). The import recovery intensified from the final 
quarter of 2003 onward, giving rise to expectations of 
faster growth in non-agricultural sectors, which has 
indeed been observed since the end of 2003. 

As the deficit in merchandise trade (registered and 
non-registered) outweighed the surplus in non-factor 
services, the balance of trade in goods and services was 
slightly negative. However, the current account 
exhibited a surplus of US$ 150 million as a result of 
positive net transfers, and short-term capital inflows 
raised the overall balance to US$ 230 million. 

The external public debt stock amounted to US$ 
2.478 billion at the end of 2003, or US$ 195 million 
more than the 2002 figure. Thus, the steady rise in 
Paraguay’s external liabilities since 1997 continued 
unbroken. In late 2003 there was an exceptional 
disbursement of US$ 30 million from a World Bank 
loan earmarked for an economic recovery programme, 
and a US$ 20-million disbursement from an IDB loan 
to finance a social protection programme. 

Payment arrears amounted to US$ 97.5 million in 
December 2003, two thirds of which correspond to 
principal and the rest to financing costs. This amount 
represents 3.9% of the country’s external public debt. 
The government’s external financing sources include 
multilateral institutions (54.7%), foreign governments 
(45.2%) and commercial banks (0.1%). 

External public debt indicators have deteriorated 
rapidly in recent years: in 2003 the debt burden of the 
public sector as a whole amounted to 43.3% of GDP, 
compared to 29% in 2000. Debt servicing as a 
percentage of exports has also increased in recent years, 
reaching 10.3% in 2003. Another cause for concern is 
the fact that 63.5% of the debt carries a variable interest 
rate. One positive aspect, however, is that loan maturities 
are long: only 5.9% of the country’s liabilites have 
maturities of between zero and five years. 
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low inflation (2.5%) and exchange-rate stability, monetary policy was expansionary, while 
the fiscal deficit was cut to 1.8% of GDP in an effort to ensure the sustainability of the 


country’s hefty public debt. 


Growth had little impact on the labour market, however, 
as both unemployment and labour income remained flat. 
Robust growth in production geared to external markets 
thus stood in contrast to a weak expansion in domestic 
consumption. Against this backdrop, social pressures 
arose that contributed to a high degree of political 
instability which, in turn, prompted frequent changes in 
the cabinet. This did not, however, produce alterations 
in the country’s macroeconomic indicators. 
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2. Economic policy 


Macroeconomic policy guidelines for 2003 were set 
out in the country’s three-year programme and in a 
standby arrangement it signed with the International 
Monetary Fund (IMF). The country’s positive 
macroeconomic performance made it unnecessary to 
draw on the funds made available under that 
arrangement, however, and a new 26-month standby 
agreement was signed in June 2004. 


The main trends that had emerged in 2003 carried 
over into the early months of 2004, as extremely 
favourable external conditions allowed export growth 
to pack up even further. As a result, economic growth 
for 2004 as a whole is expected to be slightly higher 
than the preceding year’s figure. Meanwhile, both 
exogenous and domestic factors led to a moderate rise 
in prices. 


(a) Fiscal policy 


Peru is striving to ensure the sustainability of its 
public debt. As of late 2003, this debt amounted to 47.3% 
of GDP, of which 37.3 percentage points was held by 
foreign creditors. The Peruvian authorities have 
therefore adopted a medium-term fiscal policy aimed at 
steadily reducing the non-financial public-sector (NFPS) 


@Per capita gross domestic product 


CURRENT ACCOUNT 


1995 1996 1997 1998 1999 2000 2001 2002 2003 


Current account balance 
Trade balance (goods and services) 


1995 1996 1997 1998 1999 2000 


@ Consumer prices 
Exchange rate against the dollar 


1995" 1996" "1997 


@ Primary balance 
Overall balance 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


2 December-December variation. 


deficit and, as from 2003, generating a growing primary 
surplus, despite the fact that public service requirements 
and wage demands are putting upward pressure on 
expenditure levels. 

The authorities are seeking to cut the NFPS deficit 
to 1.4% of GDP in 2004 (compared to 1.8% in 2003 and 
2.3% in 2002) and raise the primary surplus from 0.4% 
to 0.8% of GDP. In order to reach these targets, a further 
increase in tax revenues —which rose from 12.1% of GDP 
in 2002 to 12.9% in 2003- will have to be achieved. This 
earlier improvement reflected a combination of strong 
economic growth, a one percentage-point rise in the 
general sales tax (19% as from August), the collection of 
income tax payments in advance, an increase in the highest 


rate of income tax applicable to private individuals (from 
27% to 30%) and the adoption of administrative measures 
designed to improve tax coverage. The higher level of 
tax receipts expected in 2004 will also reflect the new tax 
on financial transactions, which took effect on 1 March 
at a rate of 0.1% for 2004, and an increase in the top 
corporate income tax rate from 27% to 30%. On the other 
hand, the special ‘solidarity tax”, which is withheld as a 
payroll deduction, was lowered from 2.0% to 1.7%. These 
measures have thus far yielded the expected results, as 
the overall level of tax revenues rose by 11% in real terms 
in the first half of 2004, thanks to higher receipts from 
income taxes, the general sales tax and the additional tax 
on financial transactions. 
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Current expenditure grew slightly in relation to GDP 
in 2003, from 14.7% to 14.9%, while capital expenditure 
remained constant at 3.1% —well below the figure 
recorded in the mid-1990s— before contracting further 
in early 2004. 

The government floated US$ 1.25 billion in 
sovereign bonds on international markets to help finance 
the 2003 fiscal deficit. These proceeds, together with 
funds from multilateral organizations, amounted to 1.4% 
of GDP and were sufficient to cover the bulk of the NFPS 
deficit in 2003. Most of the remainder of the deficit was 
financed through the placement of securities on the 
domestic market. A new bond issue was launched on 
international markets in April 2004, this time for 
US$ 500 million. The authorities are seeking to 
restructure the external debt, since the existing 
amortization schedule would require the country to make 
very high payments in the years to come. 

An amendment to the 1999 Fiscal Prudence and 
Transparency Act was passed in May 2003 in order to 
set down explicit rules designed to control borrowing 
by regional and local governments. Regulations 
governing public spending and deficits —particularly 
those applicable to economic crisis situations and other 
emergencies— were also amended and made more 
specific. 


(b) Monetary and exchange-rate policy 


In 2004 the authorities have continued to apply the 
inflation-targeting regime established in 2002, setting a 
target of 2.5% with a one percentage point margin on 
either side. The main instruments used to keep inflation 
within this range are the lending and borrowing rates 
applied to the central bank’s monetary transactions with 
commercial banks; the explicit operational goal in this 
respect is to maintain the interbank rate midway between 
these two rates. This objective was achieved throughout 
2003 and again in the first half of 2004. 

In 2003, the authorities cut interest rates on four 
separate occasions, bringing the interbank rate down 
from 3.8% in December 2002 to 2.5% a year later. 
Although inflation picked up somewhat in the first half 
of 2004, the authorities considered the uptick to be only 
temporary and kept the centre of the band at 2.5%. 
Accordingly, monetary policy continued on its 
expansionary track since, even though there were no 
further rate cuts, nominal and especially real interest rates 
remained at historically low levels. 

Throughout 2003 and early 2004, consumer bank 
loans, mortgages and credit to microenterprises grew 
rapidly in real terms, while commercial credit continued 
to shrink. Factors contributing to this decline include 
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the fact that it has become quite common for large 
corporations to turn to capital markets to obtain 
financing, the weakness of the domestic market and the 
limited borrowing capacity of many small and medium- 
sized enterprises. Although interest rates on various types 
of credit eased in 2003 in response to the expansionary 
monetary policy, an increase in the more expensive sorts 
of loans (loans to microenterprises, consumer credit) 
drove up the average interest rate for local-currency 
lending. 

The year-on-year comparison shows that credit in 
the financial system decreased by 0.8% in nominal terms 
in December 2003 before rising by 2.8% in May 2004. 
Funds are increasingly being channelled into instruments 
transacted on the emerging capital market. This trend 
has been buoyed by the market makers’ programme, 
which issues public securities and seeks to encourage 
the issuance of longer-term securities by the private 
sector. Over the past year, the stock of private-sector 
bonds grew by 21.3%, while public-sector securities 
expanded by 8.6%; both indicators continued to trend 
upward in early 2004. 

The portfolio of the banking system continued to 
improve, with the delinquency rate falling from 7.6% 
in late 2002 to 5.8% twelve months later, and then to 
5.5% in May 2004. 

Although the Peruvian financial system is highly 
dollarized, the proportion of deposits and loans in local 
currency has been increasing gradually since the start 
of the decade. In April 2004, dollar-denominated credit 
accounted for 73.4% of the total, compared to 76.2% in 
December 2002. Midway through the year, however, 
this trend appeared to be coming to a halt. In order to 
control the risk associated with this level of dollarization, 
the authorities have sought to build up international 
reserves (and, indeed, reserves climbed from US$ 9.598 
billion to US$ 10.855 billion between December 2002 
and June 2004). High reserve requirements have also 
been set for dollar-denominated debts and steps have 
been taken to curb exchange-rate volatility. 

The nominal exchange rate scarcely varied at all 
in 2003, thanks to a growing merchandise trade 
surplus, sizeable capital flows, low inflation, a more 
buoyant external context than in previous years and a 
low level of perceived country-risk. As a result, the 
currency strengthened slightly in real terms against 
the dollar (1.8%), but the multilateral exchange rate 
weakened (6.2%) owing to the appreciation of the 
currencies of some countries in the region and the 
dollar’s depreciation against the euro and yen. In the 
first half of 2004, the real bilateral exchange rate 
remained relatively stable in relation to its December 
2003 value. 
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Central government public debt ad ae = 40.3 47.1 45.3 44.8 47.0 47.5 
Domestic ae ce ace 5.9 9.3 9.4 9.4 10.3 10.1 
External 47.8 45.1 31.8 34.4 37.8 35.9 35.3 36.7 BHL8 
Interest payments 
(% of current income) 18.9 13.4 10.5 itil 13.0 13.4 12.8 12 11.9 
Money and credit ™ 
Domestic credit" 13.0 16.1 20.3 25.4 26 27.1 26.4 25.0 22.3 
To the public sector -1.0 -1.9 “1.1 -0.5 -0.3 0.9 io 1.6 de3 
To the private sector 14.0 18.0 21.4 25.9 28.0 26.2 P45) 23.4 21.0 
Liquidity (M3) 16.6 19.7 215 23.3 25.2 25.0 25.4 25:5 24.5 
Money stock and local-currency 
deposits (M2) 6.1 6.7 7.0 7.6 7.4 a3 GE 8.5 8.8 
Foreign-currency deposits 10.5 12.9 14.5 a5e7 17.8 NAY 17.8 17.0 esi 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

@ Preliminary figures. ° Based on figures in local currency at constant 1994 prices. ° Based on figures in local currency at 
currentprices. ‘Includeserrorsandomissions. ° Refers to the capital and financial balance (including errors and omissions), 
minus net foreign direct investment. ‘A minus sign (-) denotes an increase in reserves. 9 Includes the use of IMF credit 
and loans and exceptional financing. " Annual average, weighted by the value of merchandise exports and imports. ' Refers 
to net investment income as a percentage of exports of goods and services as shown on the balance of payments. _/ Economically 
active population as a percentage of the working-age population, Lima metropolitan area; 1996-2000, urban total. * Refers to 
unemployment and underemployment as percentages of the economically active population, Lima metropolitan area. | Average 
rate. ™ The monetary figures are annual averages. " Refers to net credit extended to the public and private sectors by 


commercial banks and other financial and banking institutions. 


In order to curb volatility and the appreciation of the 1.6 billion new soles in December 2002 to almost 6 billion 
bilateral exchange rate, the central bank purchased over by March 2004 before slipping back slightly. The 
US$ 1.8 billion in dollars during 2003 and the first half increase in international reserves generated expansions 
of 2004. Part of this sum was sterilized by issuing of 10.1% and 19.2% in primary money creation in 


certificates of deposit, whose aggregate value rose from December 2003 and June 2004, respectively. 


Nominal interest rates (annualized percentages) 
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Source:Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

4 Preliminary figures. © Based on figures in local currency at constant 1994 prices. ° Quarterly average, weighted by the value of merchandise 
exports andimports. 4 Averagerates. ° Refers to net credit extended to the public and private sectors by commercial banks and other financial 
and banking institutions. ' Refers to total credit extended by full-service banks. 


(c) Other policies 


An economic complementarity agreement was 
signed with the MERCOSUR countries in 2003 as part 
of the authorities’ strategy to reinforce Peru’s trade 
links. In addition, Peru is interested in signing a free 
trade agreement with the United States in order to 
expand the range of products that can gain entry into 


a The main variables 


(a) Economic activity 


Exports and private investment were the main 
engines of economic growth in 2003. Exports continued 
to display the buoyancy seen in previous years (5.8%), 


™~ 


the United States market under the Andean Trade 
Promotion and Drug Eradication Act, which is due to 
expire in 2006; the negotiations on such an agreement 
began in May 2004. 

With a view to boosting private investment, the State 
sold its remaining stake in the La Pampilla S.A. refinery 
and awarded a concession for the operation of the 
Yuncan hydroelectric project. 


while, with a 5.3% expansion, private investment began 
to recover from its recent decline, although it remains 
far below its mid-1990 levels. Exports have continued 
to grow briskly since the start of 2004, and private 
investment has registered a further expansion, especially 
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in mining, in the development of the Camisea natural 
gas field and, to a lesser degree, in the agricultural and 
industrial export sectors. 

Public investment edged up from 2.8% to 2.9% 
of GDP in 2003; this percentage is quite low in 
historical terms but, given the existing fiscal 
constraints, it is expected to make no more than a 
modest recovery in 2004. Gross fixed capital formation 
amounted to just 17.8% of GDP in 2003, compared to 
an average of over 22% in the high-growth period of 
1993-1998. 

The growth of private consumption slackened to 
3.2% owing to the sluggishness of labour income. 
Boosted by low interest rates, consumer credit was thus 
the most robust element in the financing of private 
consumption, and no major changes in this situation 
appeared to be on the horizon as of early 2004. 

Although growth rates slipped in practically all 
branches of activity in 2003, some categories nonetheless 
remained quite buoyant, with a case in point being 
metallic minerals, where increases were seen in the 
output of gold, silver, iron and zinc. The mining sector 
continued to expand in 2004, with its growth being 
stimulated by the high prices brought by this industry’s 
products, and the Camisea natural gas field’s entry into 
production —scheduled for August— is expected to 
reverse the downturn in hydrocarbons production that 
began in the mid-1990s. The construction sector also 
expanded at a fairly brisk pace in 2003, thanks in part to 
housing programmes for low- and middle-income 
families, but the limited amount of public investment 
has prevented it from growing even faster. 

Unlike the above-mentioned activities, growth rates 
in agriculture, fishing and manufacturing all dropped 
more sharply. The areas under cultivation were reduced 
for some crops because of weak prices, but a number of 
agroindustrial and export products remained buoyant. 
The growth outlook for the agricultural sector in 2004 
is not very promising due to the drought that occurred 
in part of the country at the start of the year, since this 
hampered the planting of various crops, including rice. 
High-technology export and agroindustrial crops are 
expected to continue to expand, however. 

The fishing sector’s output contracted sharply owing 
to the lengthy closed seasons mandated by the authorities 
to prevent the depletion of certain species. This led to a 
decrease in primary manufacturing output as well. 
Fishing and fish processing activities did stage a recovery 
in early 2004, however. The growth of non-primary 
manufacturing was held back by the slump in private 
consumption, but even so it was up by over 3%, thanks 
in part to the expansion of construction and textile 
exports. 
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Economic growth in 2004 is expected to be slightly 
higher than in 2003, with exports and private investment 
once again being the main driving forces. 


(b) Prices, wages and employment 


During this reporting period the central bank set an 
inflation target of 2.5%, with the permissible range being 
one percentage point above or below that level. In early 
2003, international tensions prompted a rise in fuel 
prices, which pushed the inflation rate to the top of the 
band. Nevertheless, by the end of the year the consumer 
price index (CPI) had fallen back to 2.5%, since the 
relative weakness of domestic demand prevented supply- 
side pressures from being fully transmitted to final prices. 

The additional increase in inflation recorded in early 
2004 was concentrated in fuels and food products (in 
the latter case, this was due to higher prices for a number 
of imported foodstuffs and the drought that affected 
several parts of the country). As a result, inflation 
climbed to 4.3% in June 2004, thereby breaching the 
upper limit of the band. Nonetheless, it is expected to 
be close to the upper limit by the end of the year and to 
thus be approaching the core inflation rate (2.7% in June) 
as the impact of the above-mentioned factors gradually 
dissipates. 

Labour-market data for the Lima metropolitan area 
point to steep, simultaneous declines in the level of 
employment and in the labour-force participation rate 
for 2003, with the net outcome being that the 
unemployment rate remained unchanged. The decrease 
in employment was concentrated among self-employed 
workers and employees of small and medium-sized 
enterprises, while formal urban employment posted an 
average increase of 1.7% for the year. As a reflection of 
the moderate level of labour demand, average real labour 
income in Metropolitan Lima rose by 1.1% in 2003. 


(c) The external sector 


Export growth of 17%, attributable to price hikes 
for many products and to larger sales volumes, boosted 
the 2003 merchandise trade surplus to US$ 731 million 
(compared to US$ 306 million in 2002) and resulted in 
the smallest balance-of-payments current account deficit 
since 1989. Sales of mining products were up, especially 
in the cases of gold (where sales jumped by 38% to claim 
a 23% share of the total), copper (where stronger prices 
more than offset the fall-off in production) and zinc. 
Non-traditional products also surged (15%), thanks to 
strong sales of both agricultural products (fruits and 
vegetables) and manufactured goods (textiles, chemicals, 
iron and steel, and jewellery). In early 2004, the pace of 


ub arial account (includin g -errors and omissions) 
_ shrank to US$ 1.5 billion. This contraction was basically 
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_ expectations formed at the start of the year (-2%) and was mainly driven ay a4.1% expansion 
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pn in exports. Domestic demand increased by just 1.6% owing to changes in inventories (mainly of 


agricultural products undergoing processing), while consumption remained depressed (-1.1%) 


24 and fixed investment dropped by 11.4% (the ratio of gross domestic fixed investment to GDP 


came to 13% at the end of 2003). The reactivation was made possible by the existence of idle 


installed capacity. Although it was up by 1.9%, per capita GDP (measured in local currency at 


constant prices) was 18% below its 1998 peak. 


Employment figures showed positive signs. Although 
the annual average unemployment rate was unchanged, 
the rate descended gradually throughout the year, 
reaching 15.4% in the last quarter (compared to 18.6% 
a year earlier). This improvement did not generate any 
increase in average real wages, however, which were 
down by 12.5% for the year. 

Inflation in 2003 came in at 10.2%, which was lower 
than the 25.9% rate of 2002 and far from the revised 
target of 19% (the original target was 27%). The decline 
in inflation was the result of stronger demand for M1 
and an increase in excess reserves held by banks, which 
in turn caused the bank multiplier to decrease. 


A tight fiscal policy trimmed the fiscal deficit from 
4.2% to 3.1% of GDP. Monetary policy was 
expansionary, however, and the flexible exchange-rate 
regime was maintained. 

In the financial system, private-sector deposits rose 
by 6.7%, and the level of gross private bank credit 
dipped by 9%.'! There was a major change in the 
structure of deposits, with demand deposits coming to 
represent the bulk of such liabilities. The delinquency 
rate for the private bank portfolio fell from 27.8% in 
December 2002 to 18.5% in December 2003, while 
the across-the-board reduction in nominal interest rates 
reflected lower risk perception.” 


: “Private banks” include all private-sector banks in operation as of December 2003 (except for Nuevo Banco Comercial (NBC) and the 


COFAC cooperative). 
Z The delinquency indicator refers to private banks. 
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@ Current account balance @ Primary balance 
Trade balance (goods and services) BH Overall balance 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
4 December-December variation. 


> In 1999 the accounting methodology was changed. 


In the external sector, the balance of payments took a All of the above factors indicate that the Uruguayan 
turn for the better. Trade was buoyant, the current account economy will grow by 9.5% in 2004, thereby surpassing 
surplus narrowed to 0.7% of GDP, capital inflows entered the official target of 7%. 


the country through the non-financial private sector and 
the central bank built up its reserve assets substantially. 
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2. Economic policy 


(a) Fiscal policy 


In 2003, the Government of Uruguay implemented 
a contractionary fiscal policy based on measures aimed 
at curbing expenditure and expanding the tax burden. 
The public sector posted a primary surplus of 3% of 
GDP; interest payments amounted to 6.1%, and the total 
fiscal deficit narrowed to 3.1% of GDP (4.2% in 2002). 
The central government’s primary surplus came in at 
1.1% of GDP, as revenues climbed (21.5% of GDP) 
while expenditure (excluding interest) remained 
practically constant. Public enterprises registered a 
surplus of 1.7% of GDP thanks to rate hikes. The fiscal 
deficit was financed through bond issues and loans from 
multilateral institutions. 

The country’s tight fiscal policy led to 
improvements in central government accounts. Treasury 
revenues amounted to 21.4% of GDP, while expenditure 
on overall remunerations fell to 14.5% of GDP thanks 
to a reduction in real public-sector wages of 11.6%, on 
average, for the year. Taxes administered by the Internal 
Revenue Department (DGI) represented 16.4% of GDP 
in 2003, compared to 15.6% in 2002. When this sum is 
added to levies collected by other agencies (the Social 
Security Bank, occupational pension funds, 
municipalities and the customs service), the overall tax 
burden amounts to 30% of GDP. 

The government entered into commitments with the 
International Monetary Fund (IMF) to reform the 
pension funds of the police, military personnel and bank 
employees; to set up a Large Taxpayer Unit within DGI; 
and to pass tax reforms. As elections are scheduled for 
2004, however, these initiatives are unlikely to be 
approved during the year. 

Although fiscal policy is likely to be slightly more 
expansionary during 2004, it will be kept in line with 
the IMF agreement, which sets a target of 3.2% of GDP 
for the consolidated public sector’s primary surplus. 
Increased activity will result in a lower public debt/GDP 
ratio, which climbed to 111% in late 2003. Future hikes 
in international interest rates are a risk factor, however, 
since 45% of the public debt is subject to variable rates. 
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Preliminary government figures up to March 2004 
indicate a primary surplus of 3.5% of GDP. The 
reduction of the payroll tax (IRP) equivalent to 0.78% 
of GDP- represents an easing of fiscal policy, as does 
the decision to not discount advances on public-sector 
wages and benefits paid in February and April 2003. In 
contrast, the recovery in the agricultural sector prompted 
the authorities to raise the agricultural product sales tax 
(IMEBA) rates, which had been lowered in 1999. In 
terms of public-sector financing, the 2006 global bond 
issue was reopened at an annual rate of 8.5% (200 basis 
points less than the 2006 global bond issued in October 
2003). The proceeds will be used mainly to reduce the 
existing stock of dollar-denominated treasury notes. 


(b) Monetary policy 


The central bank implemented an expansionary 
monetary policy in 2003; the monetary base grew by 
2.762 billion Uruguayan pesos, and its average for the 
year was as predicted by the monetary authorities. Net 
purchases of foreign currency were sterilized by issuing 
monetary regulation bonds. Since less foreign exchange 
was needed and as the country’s fiscal performance 
improved following the debt swap, it became possible 
to reduce the stock of local-currency debt, lengthen 
maturities and lower interest rates on monetary 
regulation bonds. 

Given the difficulties involved in managing 
monetary policy in a highly dollarized economy (in 
November 2003, 92% of total deposits and 81% of loans 
were denominated in foreign currency), the central bank 
is pressing ahead with its de-dollarization programme. 
In line with this effort, 50% of the securities issued in 
2003 were denominated in Indexed Units (UIs), which 
are pegged to the consumer price index. In addition, the 
ceiling on foreign-currency assets held by pension fund 
companies was lowered, and a number of banks began 
to offer UI deposits. 

In keeping with the principle of non-intervention 
in the exchange market, the central bank took steps to 
help the market function more transparently. Central 


: The letter of intent signed with the International Monetary Fund (IMF) in March 2003 called for a consolidated public-sector primary 
surplus of 3.2% of GDP and a total fiscal deficit of 3.1% of GDP. Following the debt swap, fiscal targets were revised, with the figure for 
the primary surplus being set at 3% of GDP and the figure for the total fiscal deficit at 3.6% of GDP. 
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Table 1 (concluded) 


1995 1996 — 1997 1998 1999 2000 2001 


2002 2003? 
Average annual rates 
Employment 
Labour force participation rate | 59.1 58.2 57.7 60.5 59.3 
k : : : 59.6 60.6 59.1 58.1 
Open unemployment rate * 10.3 11.9 11.5) 10.1 11.3 13.6 ere 17.0 17.1 
Visible underemployment rate * 5.1 6.0 5.2 4.7 6.5 10.3 13.0 15.3 16.0 
Annual percentage 
Prices r om 
Variation in consumer prices 
(December-December) 35.4 24.3 We 8.6 4.2 5.1 3.6 25.9 10.2 
Variation in producer prices, 
local products 27.7 23.5 iy} 3.3 -0.3 9.5 3.8 64.6 20.5 
Variation in nominal exchange rate 
(December-December) 26.6 22.7 151 8.3 7.6 Gash 13.1 93.5 7.4 
Variation in average real wage =2.9 0.6 0.2 1.8 1.6 =1.3 -0.3 -10.7 =12.5 
Nominal deposit rate ! 39.1 Ziel 19.1 14.4 13.8 12.0 14.7 43.8 28.1 
Nominal lending rate ™ 96.6 90.6 69.3 55.0 53.4 48.9 53.8 129.8 104.0 
Percentages of GDP 
Central government " 
Current income L758 17.8 18.8 19.5 20.9 20.3 20.8 21.2 21.5 
Current expenditure Wes 17.9 18.5 18.5 22.2 22.0 23.4 24.7 24.7 
Current balance 0.2 -0.1 0.3 aed -1.3 -1.7 -2.7 -3.4 -3.3 
Net capital expenditure Bet ney, 1.9 2p) 2.6 1.9 1.8 1.4 iss) 
Primary balance -0.6 -0.6 -0.2 0.2 -2.1 “1.5 -2.0 -0.8 ol 
Overall balance -1.9 -1.8 -1.6 -1.2 -3.9 -3.5 -4.5 -4.9 -4.6 
Interest payments 
(% of current income) 7.8 7.0 7.4 6.8 8.4 10.2 12.0 201 28.4 
Public debt 19.9 20.2 Pied 23.2 25.6 30.9 37.8 777A 94.3 
Money and credit ° 
Domestic credit P 43.9 45.3 45.0 47.4 53.8 59.9 65.4 78.4 66.3 
To the public sector 6.3 5.0 4.4 2.2 2.0 Shi 4.4 3.9 17.3 
To the private sector SH(s5) 40.3 40.6 45.2 Bleed, 56.2 61.0 74.5 49.0 
Liquidity (M3) 49.0 49.4 49.0 o2a1 60.1 67.5 81.3 80.9 74.5 
Currency in circulation and 
local-currency deposits (M2) 9.9 10.1 10.0 10-1 10.7 1OSZ 11.0 9.1 (s}e43) 
Foreign-currency deposits 39.1 39:3 39.0 42.0 49.4 56.8 70.3 TA Ss! 66.0 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

4 Preliminary figures. © Based on figures in local currency at constant 1983 prices. ‘° Based on figures in local currency at 
current prices. ‘Includes errors andomissions. ° Refers to the capital and financial balance (including errors and omissions), 
minus net foreign direct investment. ‘A minus sign (-) denotes an increase in reserves. 9 Includes the use of IMF credit and 
loans and exceptional financing. "Annual average, weighted by the value of merchandise exports and imports. i Refers to net 
investment income as a percentage of exports of goods and services as shown on the balance of payments. ! Economically 
active population as a percentage of the working-age population; urban total. * Percentages of the economically active population, 
urban total. ! Average of the rates most commonly offered for deposits of one to six months. _™ Average of the most common 
rates for loans of six months orless. "Rate on deposits, deflated by the variation in the dollar exchange rate. ° The monetary 
figures are annual averages. ° Refers to net credit extended to the public and private sectors by commercial banks and other 
financial and banking institutions. 


government foreign-exchange operations were that end, the authorities authorized repo operations for 
separated from those of the central bank; the central bond purchases to enable the central bank to increase 
bank began to announce the amount of dollars to be the money supply when necessary and set target ranges 
auctioned at the start of each daily trading session; and for the monetary base instead of precise target figures. 
an electronic bidding system was introduced. The Since the inflation target (7%-9%) is below market 
authorities circulate daily information on the monetary expectations (11%), the central bank has tightened up 
base and publish a monetary policy bulletin and a monetary policy and lowered the target figures for the 
survey on inflation expectations. monetary base. 

The most significant change in monetary policy in Given private banks’ liquidity preference and the 
2004 was-the introduction of a greater degree of need to re-establish the credit channel in the financial 


flexibility based on a larger number of instruments. To system, a Trust Funds Act was passed that complements 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 
exports and imports. 
loans of six months. 
institutions. 


the existing legislation on investment companies. The 
three modalities of this new instrument (administrative, 
financial and guarantee trust funds) are expected to help 
re-establish credit flows. In 2003, efforts were made 
to tackle the problem posed by the agricultural sector’s 
debt with the Banco de la Reptiblica Oriental del 
Uruguay (BROW) by introducing instruments that make 
it possible refinance the principal over a 10-year term 
and interest over a 5-year term at an annual rate of 
9.25%.‘ In keeping with Uruguay’s commitment with 
IMF to continue liquidating failed banks and reform 


farmers, and up to US$ 300,000 for crop-farmers. 


> Based on figures in local currency at constant 1983 prices. 
4 Average of the rates most commonly offered for deposits of one to six months. 
Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking 
9 Refers to total credit extended by commercial and private banks and commercial establishments. 


° Quarterly average, weighted by the value of merchandise 
© Average of the most common rates for 


‘ 


public-sector banks, the authorities liquidated Banco 
de Crédito, set up the Nuevo Banco Comercial (NBC), 
finalized the restructuring plan for Banco Republica 
and restricted Banco Hipotecario del Uruguay 
(Mortgage Bank of Uruguay) to the function of 
accepting passbook savings deposits.> 

On the regulatory front, a new regime for limiting 
credit risk was introduced that involves drastic changes 
and sets limits similar to those established in other 
countries. The credit-risk ceiling for the financial sector 
was set at between 15% and 35%, depending on the risk- 


This refinancing covers debtors owing up to US$ 200,000 dollars in the case of livestock farmers, up to US$ 250,000 for crop and cattle 


The BROU restructuring plan eliminates non-performing loans from its balance sheet and transfers them to a trust fund. The nominal value 


of the trust is US$ 1.2 billion, but the value of the collateral that it expects to collect is US$ 400 million (3.5% of GDP). 
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rating of the lending institution in question. In addition, 
the level of borrowings above which inflation-adjusted 
accounting statements must be filed for borrowers, 
together with a limited review report, was lowered from 
15% of bank capital requirements to 5%. Debtors owing 
15% or more (30% prior to this reform) must file 
inflation-adjusted accounts together with an audit report. 
In the case of deposits, distinctions were made between 
residents and non-residents. 


(c) Foreign-exchange policy 


Uruguay has had a floating exchange rate since 
2002. In view of the uncertainty inherent in an election 
year, the authorities have announced their intention to 
buy the foreign exchange necessary for the year during 
the first semester. The central bank will also pave the 
way for the creation of a forward market to facilitate the 
management of foreign-exchange risk. 

The country’s level of competitiveness increased by 
24% in 2003 as measured by its real exchange rate, thanks 
to the appreciation of the currencies of Uruguay’s main 
trading partners: Brazil, Argentina and the euro zone. 


(d) Other policies 


In 2003, the government approved a series of 
measures to boost private investment, including the 
introduction of a faster procedure for processing requests 
to obtain benefits provided for under the Investments 


—_——___— 


3. The main variables 


(a) Economic activity 


On the supply side, the growth leader in 2003 was 
the agricultural sector (14.4%), thanks to greater crop- 
farming activity related to the increase in cereal and 
oilseed production and to an upswing in prices on 
international markets. Livestock activity was boosted 
when Uruguay regained its status as a foot-and-mouth- 
disease (FMD)-free country (now with vaccination). 
This triggered increases in exports and in the number of 
animals slaughtered. In contrast, the livestock sector was 
hurt by the very low level of sheep herds and a 
consequent decrease in wool production. The slowdown 
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Act. These benefits include the application of a one- 
stop window and the lowering of tax rates on external 
credits having maturities of over seven years that are to 
be used to acquire fixed assets in investment projects 
promoted by that Act. 

The authorities are promoting Uruguay as a 
regional logistics and distribution hub. The ports of 
Montevideo and Nueva Palmira are now being run 
by private operators under concession arrangements, 
and two new ports are being developed. The country’s 
highways authority (Corporacién Vial del Uruguay) 
began implementing a public works “mega- 
concession” involving private-sector construction 
works, maintenance and rehabilitation of 1,271 km 
of roads, and the construction of 2,904 metres of 
bridges and overpasses. 

On the question of trade policy, the MERCOSUR 
summit held in December 2003 agreed to grant special 
treatment to the smaller countries of the bloc (Uruguay 
and Paraguay) by extending the validity of special import 
regimes until 2010. This means that Uruguay will be 
exempt or subject to reduced tariffs on capital goods 
and will be exempt from taxes on imported agricultural 
inputs. Summit participants also decided to allow 
member countries to conclude certain types of bilateral 
agreements and defined the terms of an agreement 
between MERCOSUR and the Andean Community 
aimed at creating a free trade area within the next 10 
years. In November, Uruguay and Mexico signed a free 
trade agreement that will enter into force in June 2004. 


in construction (7.6%) was due to slackness in public- 
sector building during the first quarter (which was not 
offset by concessions) and a fall in private construction 
following the suspension of lending activity on the part 
of the Banco Hipotecario del Uruguay. The electricity, 
gas and water sector contracted by 7.6% owing to the 
depressed level of domestic consumption and reduced 
energy exports as a consequence of the drought. In short, 
there was a major change in the sectoral breakdown of 
GDP, with the primary sector contributing 13%, to the 
detriment of the services sector (59.9% of GDP). 
Supply conditions are expected to recover in all 
sectors in 2004, and, in terms of domestic demand, gross 
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fixed investment is likely to expand significantly. In the 


first quarter, GDP grew by 14.3% in relation to the first » 


quarter of 2003 and by 1.7% on a seasonally adjusted 
basis relative to the fourth quarter of 2003. All sectors 
staged substantial recoveries -—particularly 
manufacturing (36%) and commerce, restaurants and 
hotels (22.5%). The exception was the electricity, gas 
and water sector, where activity receded (-0.3%) owing 
to the drought. The main factors that spurred industrial 
activity were increased domestic demand and higher 
international prices for agribusiness products. Gross 
fixed capital formation surged by 57.5%, primarily 
because of the strength of machinery and equipment 
purchases in the public and private sectors, while final 
consumption expenditure was up by 12.3% and exports 
climbed by 18.8%. 


(b) Prices, wages and employment 


Inflation amounted to 5.17% in the first five months 
of 2004, representing a cumulative increase of 9.41% 
between May 2003 and May 2004. Achievement of the 
inflation target could be jeopardized by the energy crisis, 
which may lead to the implementation of a rate hike by 
the National Electric Power Generation and 
Transmission Administration (UTE). Although UTE has 
made a series of proposals to avoid raising charges 
(issuing negotiable securities, taking out a loan and 
cutting back on investment), it currently has a US$ 50 
million shortfall in its budget, which envisaged 
electricity and fuel purchases amounting to US$ 80 
million. 

Unemployment continued its downward trend, falling 
to a 3.5-year low of 13.9% by late March. The rate is 
expected to rise slightly for the year as a whole, however, 
since an increase in labour supply is anticipated. 


6 : : 
Degree of openness is measured as exports plus imports. 
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Having fallen by 12.5% in 2003, real wages have 
continued to post negative, albeit smaller, year-on-year 
variations since early 2004 (down by an average of -1.7% 
in January-May relative to the same period in 2003). 
Employment growth pushed average real household 
incomes up by 2.12% between January and March 
compared to the previous quarterly moving average and 
by 0.28% relative to the same period a year earlier. 


(c) The external sector 


Exports (f.o.b. in current dollars) climbed by 18.1% 
(to 19.6% of GDP) in 2003, while imports (c.i.f.) 
expanded by 11.5% to US$ 2.19 billion. Uruguay 
benefited from the upturn in regional demand, higher 
prices for its export products, appreciation of the euro 
and growth in the United States and Asia. The country 
also saw a reduction in its regional dependence: exports 
to MERCOSUR accounted for 30.6% of the total 
(compared to 55.4% in 1998), and the economy’s 
openness index rose from 42% in 2002 to 49% in 2003.° 
Meat, which remained the leading export product in 2003 
(accounting for 17% of total exports), posted an increase 
of 42% in current prices. 

Export values (f.0.b.) rose by 33.3% in the 12 months 
to April 2004, while imports (f.o.b.) rose by 30.1%. 
During the first four months of the year, imports 
(excluding oil), measured in c.i-f. terms, expanded by 28% 
relative to the same period in 2003. In the tourism sector, 
the number of visitors between January and March 2004 
was 40% higher than in the same quarter of 2003. 

Lastly, as a result of the balance-of-payments 
surplus, as of 31 March 2004 reserve assets held by the 
central bank were up by US$ 157 million from their 
December 2003 level. 


: Sarena cathe gt RE etc over the ist quater of 2003 This 


. _ result is strongly influenced by the low base of comparison involved, however, since it includes : 
a much of the period (December 2002-early February 2003) during which the economy was 


brought to a halt by the work stoppage that was called by opposition parties and businesses. 


All in all, the complex economic and political situation 
that existed in the country throughout 2003 is likely to 
continue in 2004, since a presidential referendum is to be 
held in August 2004 that will surely influence economic 
activity in the country during the months that follow. 

In 2003, economic activity slumped by 9.4%, with 
sharp declines in both household consumption and 
investment (the latter was down by just under 40%). The 
strike led to steep decreases in oil production and exports, 
as well as a considerable contraction in the rest of the 
economy. The downturn was deepest in the first quarter 
of the year (-27.8%), when activity in the petroleum 
sector was off by close to 50% compared with the first 
quarter of 2002. 

A recovery from first-quarter lows was seen in the 
second quarter of 2003, thanks to the impetus provided 
by a partial reactivation of the petroleum sector. It was 
the non-oil sectors, however, which showed the strongest 
growth over the year, as oil production remained 


The outlook for 2004 as a whole points to growth of somewhat over 10%. 


relatively flat at levels similar to those seen in the second 
quarter of 2003, which, in turn, were lower than the 
figures recorded for 2002. The economy was more robust 
in the second half of the year, thanks mainly to the 
recovery of non-oil sectors. Nevertheless, for the year 
2003 as a whole, activity in the oil and non-oil sectors 
diminished by 10.7% and 8%, respectively. 

In the labour market, the consequences of this 
situation have been high levels of unemployment and 
informality, as well as a significant decline in real wages. 
The current account surplus was higher than in 2002, 
owing, above all, to a sharp contraction in imports. In 
the fiscal sector, although official figures from the 
Ministry of Finance on the central government’s annual 
balance for 2003 are not yet available, estimates 
published by the Central Bank of Venezuela point to a 
fiscal deficit equivalent to 5.8% of GDP (or slightly more 
than 4%, if the figure is adjusted for gains from 
differences in the exchange rate). 


tas 


1997 1998 1999 2000 2001 2002 2003 


fu, Ses. WAR Fete t 


Percentages of GDP 


1995 1996 1997 1998 1999 2000 2001 2002 2003 4995 1996 1997 1998 1999 2000 2001 


@ Current account balance 


. @ Primary balance 
@ Trade balance (goods and services) Overall balance 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
3 December-December variation. > Since 1998, refers to a narrow definition of the public sector, which includes the budgetary 
central government, Petrdleos de Venezuela S.A. (PDVSA), a set of non-financial public enterprises, the Venezuelan Social 


Insurance Institute (IVSS), the Deposits and Bank Protection Guarantee Fund (FOGADE) and the Venezuelan Investment 
Fund (FIV). 
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2. Economic policy 


(a) Fiscal policy 


In 2003, fiscal policy fuelled a sizeable increase in 
current expenditure in nominal terms. During the first few 
months of the year, the country’s fiscal position rapidly 
deteriorated as a result of the strike called in late 2002. 
As a consequence of that strike, oil output was slashed to 
approximately one fifth of the volumes produced in the 
preceding months. This, in turn, drove down revenues 
from crude oil sales, which account for almost one half 
of total fiscal income. Although oil production recovered 
faster than originally predicted and amounted to 2.6 
million barrels per day by April 2003, it then remained at 
around that level for the rest of the year. As a result, average 
output for the year was almost 10% lower than in 2002. 
Despite this substantial downswing at the beginning of 
the year, oil revenues recovered in the following months 
thanks to an increase in the average prices brought by 
Venezuela’s oil export basket, which came to US$ 25.65 
per barrel and exceeded the previous year’s average price 
by 16.9%. National budget figures were adjusted at the 
beginning of 2003 by extending the term of the bank debit 
tax and modifying the value added tax (VAT). Fiscal 
revenue thus showed a nominal increase of slightly more 
than 30% over the figure for 2002. 

Current expenditure rose by around 35%, with the 
bulk of this increase corresponding to transfers to 
government agencies. Given the substantial increase in 
public debt (between 1999 and 2003, it jumped from 
29.3% to 45.1% of GDP), expenditure in the form of 
interest payments and public debt repayments has 
increased sharply since 2001. Public debt denominated 
in the local currency has more than trebled (from 4.6% 
to 16.9% of GDP) since 1999 to around 22 trillion 
bolivares as of the end of 2003, while foreign-currency- 
denominated debt, measured in dollars, has remained 
more or less constant (US$ 25 billion) during the same 
period (although, as a percentage of GDP, it has climbed 
from 23.6% to 28.1%). Consequently, the service on the 
domestic public debt, measured in local currency, rose 
from just under 4% of GDP in 2001 to 7.4% in 2002. In 
order to reduce interest and amortization payments in 
2003, part of the domestic debt was refinanced by 
swapping securities that were to mature during the year 
for securities payable in 2004 and 2005; by this means, 
debt servicing (measured in local currency) was reduced 
to 5.9% of GDP. 


In the last quarter of 2003, the government 
announced the award of a special bonus for public 
employees. It also relied less on the Macroeconomic 
Stabilization Investment Fund (FIEM) as a source of 
financing in 2003, as FIEM resources were dwindling 
and were not being replenished. In November 2003, 
the Macroeconomic Stabilization Fund (FES) was set 
up to smooth out fluctuations in ordinary fiscal 
revenues and to ensure stability in government 
expenditure. The initial contributions to the FES were 
drawn from the FIEM (which was eliminated by the 
law that established the FMS). Future contributions will 
come from additional revenues obtained by Petrdéleos 
de Venezuela, S.A. (PDVSA), proceeds from 
privatization and strategic partnerships that have not 
been used for purposes of public liabilities 
management, special contributions from the nation’s 
executive branch and proceeds from the administration 
of FMS resources. For 2003 as a whole, the fiscal deficit 
was equivalent to over 4% of GDP. In order to finance 
this deficit, the government relied mainly on increased 
domestic borrowing and the growing exchange-rate 
profits generated by international reserves. 

The Republic of Venezuela’s 2004 budget provides 
for an increase in both total revenue and expenditure in 
nominal terms. Fiscal revenues are expected to rise more 
than projected, however, thanks to the brisker pace of 
economic activity and the rise in the price brought by 
the basket of Venezuelan crude; fiscal expenditure, on 
the other hand, is expected to remain at budgeted levels. 
Available data for the first four months of 2004 show a 
strong surge in the government income generated by 
these two factors. The year-on-year comparison is 
somewhat misleading because of the very low base of 
comparison provided by the relevant period in 2003, but 
there has also been significant growth in relation to the 
fourth quarter of 2003. In addition to these factors, it 
appears that receipts from customs duties have climbed 
and tax evasion has declined. The authorities are also 
looking into the possibility of implementing a number 
of economic measures designed to boost tax revenues, 
such as: the levying of an excise tax, the revision of 
public utility rates and the amendment of provisions in 
the state public treasury act relating to the transfers made 
by the central government to state governments. It is 
hoped that such measures will succeed in cutting the 
fiscal deficit to 3% of GDP for 2004. 
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Table 1 
VENEZUELA: MAIN ECONOMIC INDICATORS 
1995 1996 1997 1998 1999 2000 2001 2002 20032 
US ee 


Annual growth rates» 


Gross domestic product 4.0 -0.2 6.4 0.2 -6.1 3.2 2.8 -8.9 -9.4 
Per capita gross domestic product Uae -2.3 4.2 -1.8 -7.9 1.3 0.9 -10.6 -11.0 
Gross domestic product, by sector 
Agriculture, livestock, hunting, 
reese and fishing -0.5 2.0 2.4 0.6 -2.1 2.4 2.6 -1.7 -2.2 
Mining 6.1 8.2 9.8 1.9 -9.5 4.7 1 -12.3 -8.2 
Manufacturing 8.0 -3.0 5.1 -3.9 -6.4 Fea -0.4 -11.2 -13.5 
Electricity, gas and water 2.6 ie 4.7 1.3 A eae Bic 1.8 1.0 
Construction -5.0 Wed Wee -0.3 -16.5 -2.7 eke -19.8 -37.4 
Wholesale and retail commerce, 
restaurants and hotels 1.3 -7.2 4.1 -3.0 -9.6 4.0 3.4 -10.9 -11.4 
Transport, storage and 
communications 30 ler 9.0 5.9 1.6 8.1 8.8 -3.8 -3.5 
Financial institutions, insurance, 
real estate and business services 0.4 -3.3 3.0 1.0 -3.3 2.2 2.4 -3.5 -4.8 
Community, social and personal 
services 1.0 -1.5 -0.5 1.3 0.4 2.2 1.8 -1.1 -1.4 
Gross domestic product, by type 
of expenditure 
Consumption dee -4.9 5.0 0.1 -3.2 3.9 5.0 -5.8 =3.9 
General government 2.6 -7.6 4.2 1.4 3.0 5.0 6.4 -2.5 -1.3 
Private 0.9 -4.4 Sel -0.1 -4.3 3.7 4.7 -6.4 -4.4 
Gross domestic investment 36.5 -11.0 34.0 1.4 -15.1 9.3 13.7 -43.4 -47.3 
Exports (goods and services) 6.3 7.8 9.4 4.2 -10.8 Sho) -0.9 -7.8 -12.3 
Imports (goods and services) 23.9 -11.2 33.9 9.4 -14.6 15.4 11.0 -26.7 -19.6 


Percentages of GDP 
Investment and saving ° 


Gross domestic investment 
National saving 
External saving 


Balance of payments 
Current account balance 
Merchandise trade balance 
Exports, f.o.b. 
Imports, f.o.b. 
Services trade balance 
Income balance 
Net current transfers 
Capital and financial balance ¢ 
Net foreign direct investment 
Financial capital ® 
Overall balance 
Variation in reserve assets ! 
Other financing 9 


Other external-sector indicators 
Real effective exchange rate 
(index: 2000=100) " 

Terms of trade for goods 
(index: 1997=100) 

Net resource transfer 

(% of GDP) 

Total gross external debt 
(millions of dollars) 

Total gross external debt 
(% of GDP) 

Net profits and interest 
(% of exports) ! 


37 537 


48.5 


=9i2 


16.6 
29.7 
Eee 


21.0 
24.8 
-3.8 
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18.5 
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23 707 
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Table 1 (concluded) 


1995 


1996 


1997 


1998 2000 2001 


Average annual rates 


Employment 

Labour force pantew son rate J 61.6 62.2 63.8 65.1 66.3 64.6 66.5 68.7 69.2 

let alee fate 10.3 11.8 11.4 11.3 15.0 13.9 1358 15.8 18.0 

Informal sector 48.4 48.7 47.7 49.8 52.4 53.0 50.3 51.0 52.6 

A 
Bisace nnual percentages 
Variation in consumer prices 
(December-December) 56.6 103.2 37.6 29.9 20.0 
cembe : : ‘ f : 13.4 123 31.2 Zihel 

Variation in wholesale prices 43.6 105.8 ures 23:3 13 

Variation in nominal exchange rate i on pe ai 

(December-December) 48.3 88.3 5.9 12.6 13.6 

Variation in average real wage et a = a x ie a soe cay 

Nominal deposit rate™ 14.5 28.4 20.6 14.9 14.7 28.8 Wifee 

Nominal lending rate" 22.0 38.3 31.3 24.5 24.8 38.4 25a) 

: Percentages of GDP 
Public sector, narrowly defined ° 

Current income 27.2 33.8 29.1 23.0 25.4 31.6 26.5 PAST 31.6 

Current expenditure 18.1 16.3 WAS) 17.3 17.2 19.0 20.4 20.2 21.6 

Current balance 9.1 17.6 11.6 5.6 8.2 12.6 6.2 8.5 10.0 

Net Capital expenditure 10.7 10.2 6.9 9.6 ee Vee 9.3 Sal 8.6 

Primary balance 0.6 alate 6.5 -1.3 3.8 Td eile 4.1 5.3 

Overall balance -5.7 6.8 3.6 -4.3 0.7 4.3 -4.5 -1.0 0.2 

Debt of non-financial public sector 39.5 30.0 27.6 26.3 25-5 28.3 34.0 43.2 
Domestic 3.4 3.0 3.1 4.3 es 10.5 10.4 14.9 
External 36.2 27.0 24.5 22.1 18.0 17.8 23.6 28.3 

Interest payments 

(% of current income) 22.9 14.5 9.9 12.8 12.3 9.4 12.5 Whol 16.1 

Money and credit? 

Domestic credit 9 14.2 9.7 9.8 11.9 alee 11.0 12.3 11.4 9.9 
To the public sector 4.9 2.8 1.4 iat 1.4 2a 2.4 2.8 2.9 
To the private sector 9.4 6.9 8.4 WO. 9.6 8.9 9.8 Si Wl 

Liquidity (M3) 14.4 1553 17.4 fee 16:3 16.9 14.7 16.7 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


@ Preliminary figures. 
current prices. 9 Includes errors and omissions. 
minus net foreign direct investment. 
loans and exceptional financing. 


the economically active population; nationwide total. 
employed population. ™ 90-day deposits. 


5 Based on figures in local currency at constant 1984 prices. 
© Refers to the capital and financial balance (including errors and omissions), 
f A minus sign (-) denotes an increase in reserves. 
4 Annual average, weighted by the value of merchandise exports and imports. 
net investment income as a percentage of exports of goods and services as shown on the balance of payments. 
active population as a percentage of the working-age population; nationwide total. 
' Population employed in the informal sector as a percentage of the total 
" Average lending by the country’s six major commercial and universal banks. 


© Based on figures in local currency at 


9 Includes the use of IMF credit and 

' Refers to 
) Economically 
« Unemployed population as a percentage of 


°The 


narrowly-defined public sector is composed of the budgetary central government, Petrdleos de Venezuela, S.A. (PDVSA), a set of 
non-financial public enterprises, the Venezuelan Social Insurance Institute (IVSS), the Deposits and Bank Protection Guarantee 
Fund (FOGADE) and the Venezuelan Investment Fund (FIV) P The monetary figures are annual averages. 4 Refers to net 


credit extended to the public and private sectors by commercial banks and other financial and banking institutions. 


The government has also continued to work on 
refinancing and restructuring the national public debt in 
accordance with article 7 of the special debt legislation 
passed for fiscal year 2004. This act authorizes the 
national executive to conduct public credit operations 
involving up to 5.34 trillion bolivares during the fiscal 
year. To this end, 6.4 billion bolivares in debt instruments 
(corresponding to 58% of the borrowing requirements 
for the year) were issued in local and foreign currencies 
in the first few months of 2004. The cost of this financing 


has diminished significantly (17% as of April 2004). 
Approximately 33% of the total public debt maturities 
for 2004 correspond to domestic debt instruments 
scheduled to mature during the first quarter. Through 
the refinancing and restructuring programme announced 
at the end of March, the Ministry of Finance has 
redeemed approximately 2.3 trillion bolfvares in public 
debt, of which 1.4 trillion were maturities corresponding 
to the first quarter of the year and 879.5 billion were 
bonds maturing at some other point in 2004. 
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Table 2 
VENEZUELA: MAIN QUARTERLY INDICATORS 


Gross domestic product (variation from same 


quarter of preceding year)° -3.8 -9.1 
Merchandise exports, f.o.b. (millions of dollars) 5584 6637 
Merchandise imports, c.i-f. (millions of dollars) 3767 3640 
International reserves (millions of dollars) 15029 15142 
Real effective exchange rate (index: 2000=100) ° 103187 1115.2 
Unemployment rate 15.3 15.6 
Consumer prices (12-month percentage variation) 17.6 19.6 
Average nominal exchange rate (bolivares per dollar) 864 1013 
Average real wage (variation from same quarter 
of preceding year) =o.0) -7.5 
Nominal interest rates (annualized percentages) 

Deposit rate 4 30.5 33.6 

Lending rate ® 48.3 40.7 

Interbank interest rate ' 43.0 26.6 
Sovereign bond spread (basis points) 886 1115 
Stock price index (in dollars, June 1997=100) 31.8 24.5 
Domestic credit 9 (variation from same quarter 
of preceding year) 4.9 16.3 
Non-performing loans as a percentage of total loans" 73 Tal 


5.6 <16.7  e227.8 -9.5 -7.5 8.6 29.8 


8307 6128 4319 6575 7172 7684 8236 
3235 2980 2222 2098 2812 3575 3338 


14826 14861 15142 17959 19184 21366 23262 23226 


{452 A844 1491  141i7 > 18513" 0131-250 140.91 45:0 
16.3 16.0 ih? irs 18.9 17.9 15.5 17.3 


28.2 31.2 34.1 34.2 26.6 27.1 23.6 22.3 
1387 1380 1624 1598 1598 1598 1784 1918 


12.7 -16.5 -19.4 -20.0 -15.7 -10.8 -5.7 


24.4 26.7 23.1 16.1 15.6 14.1 11.8 12.8 
31.5 33.2 34.1 25.9 22.6 20.1 18.0 17.8 
aon 27.4 28.3 9A 7.2 8.0 1.5 2.6 


1156, 30118 | A479 997 831 567 658 629 
22.4 24.6 20.6 34.3 41.2 28.1 32.1 35.8 


20.8 11.9 15.6 -3.0 3.0 9.8 41.7 75.2 
7.3 6.6 TGs) Tad 5.8 3.7 3.4 a 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 
andimports. 4 90-day deposits. 


to total credit extended by the banking system. 


(b) Monetary and foreign-exchange policy 


Heavy capital outflows during 2002 and the work 
stoppage in the oil sector resulted in a shortage of foreign 
exchange, which in turn triggered a sharp devaluation 
of the bolivar in early 2003. In response, in February 
2003 the authorities introduced strict exchange control 
measures: the exchange rate was set at 1,600 bolivares 
to the dollar, and tight restrictions were placed on the 
purchase of foreign exchange in the country. The 
outcome was the emergence of an unauthorized parallel 
market in which the dollar fetched around 50% more 
than the official rate throughout the year. In February 
2004, the authorities announced a devaluation of the local 
currency and set the rate at 1,920 bolivares to the dollar. 

The recovery in oil production and exports, together 
with these exchange controls, boosted the country’s 
international reserves from US$ 14 billion to US$ 21 
billion between the beginning and end of 2003. In May 
2004, reserves —including the resources available in the 
FMS (US$ 703 million)— stood at US$ 24.7 billion, but 
by June they had dwindled to US$ 23.5 billion. This 
decline is attributable to the authorities’ decision to hand 


5 Based on figures in local currency at constant prices. 
® Average lending by the country’s six major commercial and universal banks. 
rate. 9Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking institutions. 


° Quarterly average, weighted by the value of merchandise exports 
* Monetary policy benchmark 
® Refers 


over PDVSA profits directly to the government. 
Throughout 2003 and thus far in 2004, the Foreign 
Exchange Administration Commission (CADIVI) —the 
government entity responsible for the supply of foreign 
exchange— has been gradually loosening the limits 
placed on the amount of foreign exchange made available 
to economic agents that need to meet external 
commitments (mainly payments for imports). 

In 2003, real interest rates fell considerably, in line 
with the expansionary monetary policy adopted by the 
authorities. Nevertheless, this drop in rates was not 
reflected in an increase in the credit extended by financial 
institutions, which has remained flat in nominal terms. 
Since April 2004, domestic credit to the private sector 
has shown signs of a slight recovery in nominal terms, 
but in real terms it has continued to diminish. 

The authorities have used the abundant liquidity 
existing on the financial market to finance government 
expenditure. In addition, given the impossibility of 
investing in the foreign exchange market and the 
sluggishness of credit operations, banking institutions 
have been investing quite heavily in government 
securities. Consequently, the banks’ private-sector loan 
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portfolio has declined to less than 30% of the assets held 
by commercial and universal banks, compared with 40% 
at the beginning of 2003 and 42.5% in August 2002. In 
contrast, investments in securities issued by the 
government and the Central Bank of Venezuela account 
for close to 40% of the banking system’s assets, whereas 
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25 fy The main variables 


(a) Economic activity 


During 2003, economic activity in both the oil and 
non-oil sectors contracted substantially (-9.4%). The 
strike called at the beginning of the year triggered sharp 
decreases in oil production and exports, as well as the 
other sectors of the economy. Consequently, GDP 
plunged by 27.6% in the first quarter; thereafter, 
however, the economy began to make steady progress. 

Oil production strengthened throughout 2003, 
without, however, regaining its pre-strike levels; the 
outcome was a 10.7% decline in this industry, which 
directly accounts for approximately 25% of total 
economic activity. During the year, non-oil activities 
were influenced by price and exchange controls, as the 
shortage of foreign exchange had a serious dampening 
effect on private-sector activity, which was down by 8% 
compared with 2002. 

The most severely affected non-oil sectors were 
construction, commerce and manufacturing, which 
experienced year-on-year declines of 37.4%, 12% and 
10.6%, respectively, in 2003. These figures reflect a 
depressed level of domestic demand, as private 
consumption was down by over 3.5% and investment 
contracted by around 40% with respect to 2002. 

GDP growth for 2004 is expected to be just over 
10%. This apparently sharp expansion in the economy 
incorporates a considerable statistical effect, however, 
since the first quarter of 2003 constitutes such a low 
base of comparison. This factor strongly influences the 
year-on-year growth figures for the first quarter of 2004, 
which show a 29.8% increase in economic activity 
(72.5% and 18.9% for activity in the oil and non-oil 
sectors, respectively). 

Notwithstanding the above, available indicators up 
to March 2004 point to significant increases in some 
branches of activity in comparison with the fourth quarter 
of 2003 (particularly in some branches of manufacturing 
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they amounted to just 20% in August 2002 and early 
2003. The central bank has had to adopt a costly policy 
of absorbing excess liquidity in order to mitigate its 
potentially negative effects on the market. As a result, 
the parallel exchange rate has remained at around 50% 
above the official exchange rate. 


concerned with the production of machinery and 
equipment), which may be an indication of a recovery 
in gross fixed investment levels. A comparison of the 
other available indicators for the first quarter of 2004 in 
relation to the corresponding period of 2003 also yields 
unusually high growth rates for the reasons outlined 
earlier. 


(b) Prices, wages and employment 


In February 2003, the authorities supplemented the 
restrictive measures applied in the foreign-exchange 
market by placing price controls on basic consumer 
goods and services, including more than half of the items 
used to compute the consumer price index (CPI). In some 
business sectors, the prices that were set were regarded 
as being too low to permit producers to continue their 
operations and supply the market (since, they contended, 
production costs would be higher than sale prices). The 
government therefore had to step in and become involved 
in the direct importation and distribution of some staples 
in order to avoid shortages. Against this backdrop, the 
consumer price index for January-December 2003 
showed a cumulative rise of 27.1%. Nevertheless, the 
price increase shown by the alternative index computed 
by the central bank, which measures the prices of goods 
and services not subject to controls, was 37.9% for the 
same period. While the controls have thus far been 
effective in curbing price rises for some products, they 
have not succeeded in stopping the increases altogether: 
in December 2003, the prices of controlled products 
registered a cumulative annual increase of 18.2%, while 
the price index for uncontrolled products rose by 39.3% 
during the year. 

In the first half of 2004, the cumulative increase in 
the CPI was 11.1%, while the cumulative variation in 
the alternative index amounted to 11.9% for the same 
period. By contrast, the price index for controlled 
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products showed an increase of 6.97% for January-May, 
while the prices of uncontrolled products rose by 
11.27%. 

Although there was a year-on-year increase in wages 
during 2003 in nominal terms, wage levels actually fell 
considerably in real terms. The general index, which 
includes both the private and the public sectors, showed 
areal decrease of 17.6% in the course of the year, while 
the loss was slightly less in the private sector (-16.7%). 
The contraction in production activity also had negative 
effects on unemployment and on the informal economy; 
although the jobless rate declined throughout the year, 
in the period January-November 2003 it stood at 18.3% 
(during 2002 it was 16%), while informal employment 
accounted for 52% of the total. 

At the beginning of 2004, the government 
announced a 30% increase in the national minimum 
wage, to be implemented in two phases: a 20% increase 
starting on 1 May; and an additional 10% of the 
minimum wage set in October 2003, to take effect on 1 
August 2004. Nominal wages of private wage earners 
showed a 4.8% year-on-year increase in the first quarter 
of 2004, which translates into real decreases of 1.3% 
with respect to the preceding quarter and of 5.7% as 
measured against the corresponding period of 2003. 


(c) The external sector 


Following the sharp reduction in the volume of oil 
exports in the first quarter of 2003, these exports made 
a partial recovery during the second quarter. The 
improvement was not great enough, however, to forestall 
a decrease in the total annual volume of exports. Despite 
a rise in the average prices brought by the basket of 
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Venezuelan crude oil, which has largely offset the drop 
in export volumes, oil exports (crude oil plus petroleum 
products) fell by 3.2%. Non-traditional exports declined 
by 4%, and the total value of exports for 2003 was thus 
down by 3.4%.! 

The shortage of foreign exchange, exchange 
controls and the sharp downturn in domestic demand 
were reflected in a 28.6% slump in imports in 2003 
compared with 2002. Imports of capital goods and of 
fuels and lubricants were hurt the most, with decreases 
of over 40%, while imports of consumer goods and raw 
materials were down by 27.5% and 8.2%, respectively. As 
a result, the country’s trade surplus jumped by US$ 2 billion 
to US$ 15.034 billion in 2003, while the current account 
surplus came to US$ 9.624 billion (12.1% of GDP). 

Exports are expected to climb in 2004, thanks to an 
increase in the average price brought by the basket of 
Venezuelan crude oil and the upswing in average oil 
output (owing primarily to the effects of using the first 
quarter of 2003 as a base of comparison). The recovery 
in economic activity, together with a greater degree of 
flexibility in the application of exchange controls, will 
pave the way for an increase in imports of around 25%, 
and the current account surplus for 2004 is therefore 
estimated at US$ 10.037 billion (9.3% of GDP). 

The available data for the first quarter of 2004 are 
in line with this analysis: merchandise exports are up by 
90.7% over the first quarter of 2003 (oil exports and 
non-oil exports increased by 104.8% and 40.3%, 
respectively), while imports rose by 50.2% thanks to a 
surge in purchases of items other than oil. In addition, 
in January-May, the average price of the Venezuelan oil 
basket was US$ 29.92 per barrel, that is, 14.3% more 
than in the corresponding period of 2003. 


] Crude oil exports account for around 80% of the total value of the country’s exports. 
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ae by 6.5% ce 7% excluding the high-technology sector), mainly on the strength of the 


considerable expansion in goods and services exports (12.5%) following their modest recovery : 
in 2002. Growth in domestic demand (1.3%), on the other hand, slowed down for the second 


year in a row. Per capita national disposable income grew by only 2.4%, owing to the sharp 


increase (79.2%) in the repatriation of profits and dividends associated with foreign direct 


investment. 


As a result of the Fiscal Contingency Act, adopted in 
December 2002, the narrowly defined non-financial 
public sector ran a deficit (3% of GDP) that was smaller 
than the one posted the previous year (4%). However, 
progress was limited to short-term adjustments, as the 
legislature deferred action on the Fiscal Covenant and 
Structural Fiscal Reform Act, which was to have been 
adopted in December. Higher capital inflows made it 
possible to finance the voluminous balance-of-payments 
current account deficit (5.5% of GDP) and to accumulate 


—_—————— 


2. Economic policy 


Despite the positive results obtained in 2003, some 
indicators still reflect the fragility of the country’s 
achievements in terms of macroeconomic stability. 
The chronic imbalance in public finances is one of 
the factors behind Costa Rica’s high interest rates 
(compared to international rates), which encourage 


international monetary reserves. Real interest rates 
trended downward and the pace of devaluation (10.5%) 
was in keeping with the rate of inflation (9.9%), which 
has stayed practically constant in recent years. 

The revised monetary programme for 2004 
estimates GDP growth of 3.9% and inflation of 11%. 
The public sector’s consolidated deficit is expected to 
be similar to the one recorded in 2003, while the balance- 
of-payments current account deficit (as a percentage of 
GDP) should reach 5%. 


inflows of speculative capital and raise the cost of open- 
market operations, thereby reducing the effectiveness 
of monetary policy. Total borrowing by the public sector 
(including the central bank), which exceeds 60% of 
GDP, constitutes a considerable burden on public 
finances and an obstacle to the authorities’ efforts to 
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Figure 1 
COSTA RICA: MAIN ECONOMIC INDICATORS 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


@ December-December variation. 


improve the country-risk rating and reduce the cost of 
issuing bonds on international markets. 

One of the main sources of monetary imbalance is 
the debt of the central bank. To contain the growth of 
liquidity, the central bank has been paying the interest 
on its stabilization bonds by issuing new debt, and this 
process generates a snowball effect. The only long-term 
solution, which would also curb inflation, is government 
capitalization of the issuing authority. Moreover, the 
effectiveness of monetary policy continues to be eroded 
by the economy’s growing dollarization. This is because 
the central bank’s influence extends only to local- 
currency liquidity, which represents just over half of the 
means of payment. The dollarization of loan portfolios 


(57%) and the increase in dollar loans to customers with 
no foreign-exchange income are also matters of concern. 

As in 2003, economic policy in 2004 has continued 
to give priority to controlling inflation and to reducing 
the fiscal imbalance and the balance-of-payments current 
account deficit. 


(a) Fiscal policy 


The fiscal outcome for 2004 will depend on whether 
the Legislative Assembly adopts the structural reform 
measures Currently under discussion. The government 
has announced that, failing the reform’s adoption, it will 
cut spending in order to keep the fiscal gap at a level 


Economic Survey of Latin America and the Caribbean * 2003-2004 


similar to the one observed in 2003. If the reform is 
adopted, the government deficit will probably amount to 
about 2% of GDP and the consolidated deficit, to 2.8%. 
The proposed law includes reforms whereby individuals 
would be taxed on their total worldwide income, all 
enterprises (both within and outside free-trade zones) 
would be taxed at a standard rate and the general sales 
tax would be turned into a value added tax. 

In 2003 the tax measures adopted and the 
containment of public spending enabled the authorities 
to narrow the fiscal gap, particularly the central 
government deficit. 

The narrowly defined non-financial public sector 
saw its deficit fall from 4% to 3% of GDP. The central 
government deficit (2.9% of GDP) was smaller than the 
figure initially predicted (3.1%) thanks to the positive 
effects of the fiscal contingency plan and a reduction in 
spending. The performance of revenue and expenditure 
also led to an increase in the primary surplus, which 
reached 1.4% of GDP. This substantially reduced the 
need for the Ministry of Finance to seek resources from 
the domestic financial system, especially through 
auctions. On the other hand, the surplus posted by the 
rest of the non-financial public sector (0.3% of GDP) 
fell short of the expected level (1.2%). This is mainly 
because the Costa Rican Electricity Institute ran a deficit 
and the Costa Rican Social Security Fund ran a smaller 
surplus, in both cases because of higher investment 
outlays. 

At the same time, the central bank’s deficit widened 
slightly (to 1.6% of GDP) owing to the increased need 
for monetary absorption in the wake of the unexpected 
rise in international reserves and the need to sterilize 
the monetization of the US$ 450 million in bonds that 
the government had issued on external markets early in 
the year. Of this amount, US$ 200 million was used to 
pay off a previous bond issue. 

Total public debt increased from 59.7% of GDP in 
2002 to 60.7% in 2003, with domestic debt again 
accounting for the larger share (64.7% of total debt). In 
2003 the government and the central bank took steps to 
replace some financial instruments with fixed-interest- 
rate bonds as part of a strategy for reducing the cost of 
debt refinancing. 

Although revenues were up by 17.7% in the period 
January-April 2004, the central government’s fiscal 
deficit was 31.4% higher than it had been in the same 
period of 2003. This was a result of a sharp upturn in 
spending (20%) due mainly to higher interest payments 
on the public debt (34.7%). Interest on the domestic debt 
swelled by 36.6% and interest on the external debt, by 
27%. It is worth mentioning, however, that the primary 
surplus grew by 39.2%. 
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(b) Monetary policy 


In 2004 monetary policy has sought to create 
conditions that are consistent with annual inflation of 
11% and a smaller deficit on the current account of the 
balance of payments (5% of GDP). The central bank’s 
chief instrument for achieving domestic stability has 
been open market operations, specifically monetary 
stabilization bonds and short-term investments, since the 
legal minimum reserve requirement has remained largely 
unchanged. Efforts to achieve external stability have 
consisted primarily of setting a nominal exchange rate 
compatible with the real equilibrium exchange rate. 

Starting in mid-March investors became increasingly 
skittish as Costa Rican sovereign bond prices fell in 
response to growing expectations of higher interest rates 
in the United States. The consequent decline in returns on 
investment and pension funds prompted many investors to 
transfer their resources to current and savings accounts and 
to time deposits and certificates of deposit. The funds’ bond 
prices and assets then plummeted and interest rates rose. 
For the first time ever, the central bank bought back its 
own bonds in May with a view to pumping more liquidity 
into the financial market, thus stemming the outflow of 
resources from investment funds and stabilizing interest 
rates. While this move had the desired result, the bond 
repurchase could lead to a short-term spurt in inflation. 

In the first half of 2004 monetary and exchange- 
rate policy were implemented as originally 
programmed. However, given the worsening domestic 
and external imbalances (increases in inflation and in 
the balance-of-payments current account deficit) and 
the scant room for manoeuvre available to fiscal policy, 
the central bank tightened monetary policy at the end 
of July. Most importantly, it decided to raise the short- 
term interest rate (from 12.65% to 13.15%), increase 
the legal minimum reserve requirement by two 
percentage points (one point in September and one 
point in October), speed up the devaluation rate (from 
15 to 17 céntimos per day) and engage more actively 
in open market operations. 

In 2003 monetary policy was aimed primarily at 
preserving the gains made in previous years in terms 
of macroeconomic stability. In the first quarter the 
central bank gradually raised the legal minimum 
reserve requirement from 5% to 10%, thereby 
decreasing the amount of resources that banks could 
use for loans and helping to reduce their losses as a 
result of interest payments on monetary stabilization 
bonds. The central bank also decided to lower the 
benchmark interest rates it offers on its bonds. 
Accordingly, the basic deposit rate (which is the market 
reference rate) dropped from 17.5% to 13.75%. 


Gross domestic product, 
by type of expenditure 
Consumption 
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Gross domestic investment 
Exports (goods and services) 
Imports (goods and services) 
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Table 1 (concluded) 
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1995 


1996 1997 1998 1999 2000 2001 2002 2003? 
Percentages 
Employment 
Labour force participation rate | 53.9 §2.2 53.8 §5.3 54.8 
: ; : : ‘ 53.6 55.8 55.4 : 
Open unemployment rate * Sie 6.2 Sidi 5.6 6.0 5.2 6.1 6.4 a 
Visible underemployment rate * 10.0 12.0 11.0 11.7 12.0 9.7 9.5 aile2 13.2 
Annual percentages 
Prices 

Variation in consumer prices 

(December-December) 13.9 112 12.4 10.1 10.2 11.0 9.7 9.9 

Variation in nominal exchange rate - 

(December-December) 18.0 13.1 aa +50 10.0 6.8 T3 10.8 10.5 

Variation in average real wage -1.9 -2.1 0.8 5.6 4.7 0.8 1.0 4.0 0.4 

Nominal deposit rate ! a 12.7 13.9 14.6 12.9 11.3 11.6 10.9 

Nominal lending rate ™ 22.7 24.5 26.0 24.0 2232, 24.2 23.4 

Percentages of GDP 
Narrowly defined non-financial 
public sector 

Current income 22.0 22.2 22.5 22:3 19.7 21.5 23.0 22.9 22.6 

Current expenditure 20.0 20.8 19.5 19.0 17.5 19.5 21.0 22.3 21.6 

Current balance ea | 1.4 oh 3.3 2.2 2.0 2.0 0.6 1.1 

Net capital expenditure 3.6 3.9 4.2 4.2 3.7 3.9 3.7 4.5 4.0 

Primary balance 20 P55 | 2.6 2.4 2.1 1.6 2.2 0.3 1.2 

Overall balance -1.6 -2.5 -1.2 -0.8 -1.6 -2.0 -1.7 -4.0 -3.0 

Public debt of the central government 26.4 31.3 28.6 37.4 33.7 35.4 37.2 38.8 38.1 
Domestic 15.8 22.7 21.2 29.8 74515) 25.6 26.7 27.2 25.7 
External 10.6 8.7 71.5 hah 8.2 9.8 10.5 11.6 125 

Interest payments 

(% of current income) 19.6 20.9 16.9 14.3 18.5 16.6 17.3 18.8 18.9 

Money and credit " 

Domestic credit ° 10.4 14.9 1535 18.1 19.0 24.3 28.0 o2a 34.3 
To the public sector 0.7 rE Fei 3.1 3.1 2.4 3.4 4.3 5.0 6.0 
To the private sector 9.8 11.8 12.4 15.0 16.6 20.9 23.7 27.1 28.3 

Liquidity (M3) 27.9 30.5 29.7 30.9 30.1 SoG 33.4 35.5 36.9 
Money stock and local-currency 
deposits (M2) 18.4 20.4 19.0 18.5 Was) 19.7 18.5 19.2 19.9 
Foreign-currency deposits 9:5 10.1 10.6 12.4 12.3 13.6 14.9 16.3 17.0 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 
current prices. ‘%Includes errors and omissions. 
minus net foreign direct investment. 
loans and exceptional financing. 


net investment income as a percentage of exports of goods and services as shown on the balance of payments. 
active population as a percentage of the working-age population, nationwide total. 
' 90-day deposits at the four State-owned commercial banks. 
"The monetary figures are annual averages. 


population, nationwide total. 
sector from the four State-owned commercial banks. 


5 Based on figures in local currency at constant 1991 prices. 
© Refers to the capital and financial balance (including errors and omissions), 

fA minus sign (-) denotes an increase in reserves. 
4 Annual average, weighted by the value of merchandise exports and imports. 


© Based on figures in local currency at 


9 Includes the use of IMF credit and 
i Refers to 
} Economically 
kK Percentages of the economically active 
™ Rate on loans to the agricultural 
° Refers to net credit 


extended to the public and private sectors by commercial banks and other financial and banking institutions. 


To reduce the risk associated with short-term 
refinancing, the central bank issued fixed-rate medium- 
term (two-, three- and five-year) bonds as its primary 
instrument for mopping up excess liquidity. By the end 
of the year these bonds accounted for 30% of all 
monetary stabilization bonds. In the interest of better 
liability management, the central bank took out a loan 
from the Latin American Reserve Fund to make 
prepayments on its series A Brady bonds; this operation 
was carried out in the third quarter. At the end of 2003 


the central bank issued fixed-term certificates of deposit 
in dollars so that it could make prepayments on all of its 
series B Brady bonds (which it proceeded to do in early 
2004). These operations resulted in better financing 
conditions for the country’s foreign-currency debt. 

Owing to the prudent management of fiscal and 
monetary policy, credit and liquidity grew moderately, 
interest rates tended to decline, inflation rose in line with 
forecasts and the local currency depreciated slightly in 
real terms. 
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Table 2 
COSTA RICA: MAIN QUARTERLY INDICATORS 


2002 2003? 


Gross domestic product (variation 


from same quarter of preceding year) ® 0.8 3A 
Merchandise exports, f.0.b. (millions of dollars) 1219 1365 
Merchandise imports, c.i.f. (millions of dollars) qerOt= 1.920 
International reserves (millions of dollars) 1490 1452 
Real effective exchange rate (index: 2000=100) ° 97.1 99.6 
Consumer prices (12-month percentage variation) 8.9 8.1 
Average nominal exchange rate (colones per dollar) 346 355 
Nominal interest rates (annualized percentages) 

Deposit rate 4 16.4 17.2 

Lending rate © 21.9 24.9 

Interbank interest rate ' 11.4 11.8 


Domestic credit (variation from same 

quarter of preceding year) 9 26.8 27.2 
Non-performing loans as a percentage 25 2.6 
of total loans! 


364 374 383 393 403 413 424 433 


1745 17.5 17.3 16.4 15.1 é : 
25.0 eo 24.0 25.7 2200 21.4 21.0 20.9 
laleré 11.6 41.5 11.1 10.6 10.2 10.1 10.0 


33.9 26.5 21.9 23.7 20.0 20.5 19.9 30.3" 
PIL 3.0 2.2 2.0 2.0 1,7 1.6 Wel, 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. ' 

@ Preliminary figures. > Based on figures in local currency at constant 1991 prices. ° Quarterly.average, weighted by the value of merchandise 
exports and imports. 4 30-day deposits at the four State-owned commercial banks. © Average rate for State and private bank 
lending. ‘ Benchmark rate for 6-month open-market operations. 9 Refers to net credit extended to the public and private sectors by commercial 


banks and other financial and banking institutions. "Data up to May. 


(c) Exchange-rate policy 


The rate of adjustment of the col6n’s nominal 
exchange rate against the dollar was maintained at 
15 céntimos per day in 2003, which reduced the 
annual rate of nominal devaluation from 10.8% to 
10.5% and resulted in another real depreciation 
(3.5%). In 2004 the authorities continued to 
implement the policy of daily mini-devaluations 
based on the expected difference between domestic 
inflation and inflation in Costa Rica’s main trading 
partners. However, the moderate slackening of the 
col6n’s year-on-year nominal depreciation against the 
dollar, observed since April 2003, and the increase in 
prices began to affect the real exchange rate, which 
appreciated by 1.7% in the first four months of 2004. 
This contributed to the increase in the trade deficit 
over that period (14.3%). 
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3. The main variables 


(a) Economic activity 


The robust growth of GDP (6.5%) was based on a 
surge in goods and services exports (12.5%) that offset 
the sluggish growth of domestic demand (1.3%). Gross 


' Refers to total credit extended by the banking system. 


(d) Other policies 


In January 2004 Costa Rica concluded its 
negotiations with the United States to join the other 
Central American countries as a party to the United States- 
Central American Free Trade Agreement (CAFTA). This 
agreement is expected to confer considerable benefits, 
particularly in the form of stronger legal guarantees of 
access to the United States market for Costa Rican 
products and increased direct investment (from the United 
States and elsewhere) in domestic activity and in the 
export assembly industry. The treaty includes exemptions 
and safeguards for certain sensitive products and services 
and provides generous time frames for trade liberalization 
and tariff rollbacks to allow Costa Rican producers, 
particularly small and medium-sized enterprises, to 
upgrade their competitiveness before the agreement’s 
provisions enter into force. In March 2004 Costa Rica 
signed a free trade agreement with the countries members 
of the Caribbean Community (CARICOM). 


fixed capital formation climbed considerably (9.5%), 
boosted by public investment in telecommunications 
and energy and by public and private investment in 
new construction. Nevertheless, inventory accumulation 
slumped as stocks were drawn down and the high- 
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technology sector reduced its raw materials imports. 
Added to this was a decline in general government 
consumption (-0.2%) and a smaller increase in private 
consumption (2.9%) caused by employment and wage 
trends. 

The most buoyant sectors were manufacturing 
(owing to the performance of free-trade-zone firms, 
including high-technology firms), construction, transport 
and telecommunications (particularly mobile telephones 
and Internet service), as well as agriculture and 
international tourism. Special mention should be made 
of the recovery of agriculture (7.4%), which bounced 
back from its 2.5% downturn in 2002 mainly because 
of increased exports of non-traditional products, 
particularly pineapples, melons and flowers and foliage. 
Also contributing to this upturn, albeit to a lesser degree, 
were increases in milk, fruit and vegetable production 
and in banana and coffee exports. 

Year-on-year measurements of economic activity 
(monthly index of economic activity calculated on the 
basis of trend-cycle series) show growth rates of between 
5% and 7% throughout 2003. However, growth 
measured in terms of month-to-month variations slowed 
down starting in May 2003 and dropped off even more 
sharply in the first two months of 2004. Even if the 
electronics industry is excluded, a deceleration can still 
be observed as a result of a smaller increase in exports, 
particularly high-technology products. In a significant 
development, in 2004 Componentes Intel de Costa Rica 
S.A. opened a manufacturing plant to produce chipsets, 
sales of which are expected to make up for the decline 
in exports in the first quarter as a result of a strategic 
decision to lower product prices. Between March and 
May 2004 the economic growth rate picked up speed. 


(b) Prices, wages and employment 


Inflation, measured according to the consumer price 
index (CPI), stood at 9.9% in 2003, thus meeting the 
target set in the monetary programme (10%). One 
contributing factor in this regard was the low price of 
certain imports, especially capital goods. This partly 
offset the inflationary pressures generated by increases 
in the price of hydrocarbons (particularly at the 
beginning of the year), in public utility rates and in the 
devaluation rate and by the large fiscal deficit. 
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Inflation shot up in 2004. The cumulative price 
increase of 6.3% up to June was far higher than the 4.3% 
recorded the preceding year. This was mainly due to the 
sharp rise in international oil prices (which affected fuel 
and transport prices), the hike in regulated public utility 
rates and higher prices for certain agricultural products. 
In view of this pattern, the inflation target for the year 
was revised upward in June from 9% to 11%. 

The generation of employment kept pace with the 
increase in the working-age population. Nonetheless, a 
slight increase in the labour-force participation rate pushed 
up the rate of open unemployment from 6.4% to 6.7%. 
At the same time, average real income was up by 0.4%, 
while the real minimum wage was down by 0.4%. The 
minimum wage increases of 4.72% in the private sector 
and 3.5% in the public sector, agreed upon in October 
and December for implementation in the first half of 2004, 
were cancelled out by the increase in inflation. 


(c) The external sector 


The balance-of-payments current account deficit 
(5.5% of GDP) was similar to its level of 2002, since 
the net outflow of investment income as a result of the 
large-scale repatriation of profits and dividends linked 
to foreign direct investment offset a smaller trade deficit 
and a larger surplus on the services and transfer accounts. 
The smaller trade deficit bore witness to the buoyancy 
of merchandise exports (16.6%), as imports increased 
by 10.9%. Larger inflows of external resources financed 
the current account deficit and contributed to the 
US$ 341.3 million increase in international monetary 
reserves. At US$ 540 million, foreign direct investment 
inflows were equivalent to 3.1% of GDP and to 55.7% 
of the current account deficit, although they were down 
with respect to the preceding year’s figure. 

Export performance was driven mainly by non- 
traditional products (87% of total exports) such as 
microprocessors produced by the Intel plant and sales 
of medical equipment and pharmaceuticals (33% of the 
country’s exports). These were in addition to agricultural 
products such as coffee, bananas, pineapples, melons, 
plants, flowers and foliage. The growth of imports was 
concentrated in raw materials, fuels and lubricants, 
construction materials and capital goods, given the 
decline in purchases of consumer goods. 
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By reconstruction. External demand increased moderately fora second consecutive year after a 
drop in 2001 that marked the end of a lengthy uptrend in maquila exports to the United 


ee ae va States. The main engine of growth was private consumption, thanks principally to higher real 


wages, credit and family remittances (which now represent more than 14% of GDP). Public 


investment spending contracted as the reconstruction programme for repairing damage caused 


by the earthquakes in 2001 progressed towards completion. Despite a slight upturn in private — 


investment, capital formation showed poor growth for the third consecutive year, undermining 


competitiveness. 


In 2003, the government took measures to tighten 
public finances in response to an increased fiscal deficit 
and a sharp rise in borrowing over the previous two 
years, compounded by pressure exerted by pension 
payments to civil servants and financial support to the 
coffee sector. The deficit of the non-financial public 
sector (NFPS) dropped from 3.3% to 1.3% of GDP but 
external public debt continued to climb. The 
macroeconomic climate was remarkably stable thanks 
to low annual average inflation (2.1%), a low deposit 
rate consistent with international interest rates, and the 
deepening of the dollarization process. The current 
account deficit widened, while the trade deficit was 
financed almost entirely by family remittances, which 


came in at US$ 2.105 billion. The government issued 
US$ 348 million in international bonds, which partly 
offset the slump in foreign direct investment. 

In 2004, GDP is expected to grow by between 1.8% 
and 2.3% on the strength of private consumption, 
remittances and maquila exports, although that sector’s 
performance will remain subject to United States demand 
and tough competition from Asian producers. During 
the first half of 2004, the economic outlook cooled when 
the general budget for the year failed to pass Congress 
in the run-up to the presidential elections. Furthermore, 
the private sector’s large external liabilities constitute a 
potential risk in the face of expected hikes in 
international interest rates. 
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Figure 1 
EL SALVADOR: MAIN ECONOMIC INDICATORS 
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2. Economic policy 


Now that relative macroeconomic stability has been achieved 
in a dollarized financial and monetary climate —which is 
associated with a loss of monetary-policy manoeuvring 


Administration’s main challenges is therefore to consolidate 
public finances, which have come under particular pressure 
from the rising cost of pensions reform and higher public 


room— fiscal matters are one of the main areas of concern. 
During the first half of 2004, Congress failed to approve the 
annual budget, because of disagreements over key items, 
such as transfers to municipalities. One of the new 


indebtedness. Another challenge that needs urgent attention 
is the social agenda, particularly shortcomings in health and 
education coverage, which have led to sharp political and 
social polarization and grave public safety concerns. 
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(a) Fiscal policy 


Fiscal policy in 2003 was directed at containing the 
deficit of the non-financial public sector (NFPS), which 
fell from 3.3% of GDP in 2002 to 1.3% in 2003. 
Instrumental in achieving this were heavy cuts in capital 
expenditure and more efficient tax collection. Including 
the cost of public pensions (which are recorded below 
the line), however, the deficit was 3% of GDP. 

The central government deficit was 2.3% of GDP, 
eight tenths of a percentage point lower than in 2002, 
thanks to tighter control on capital spending and higher 
tax revenue. Tax receipts were boosted by the 
implementation of monitoring and oversight measures, 
which included the elimination of exemptions for VAT 
and income tax, in addition to a general strengthening 
of tax administration by means of a customs 
simplification act, amendments to the customs offences 
act, the introduction of electronic tax filing options and 
a programme to combat smuggling. Tax revenues thus 
climbed 8.8%, with the increase being driven by taxes 
on imports, income and value added, thereby pushing 
the tax ratio up to 11.6% of GDP in 2003. On the 
spending side, the government targeted subsidies, made 
the public-sector labour policy more flexible and 
implemented public savings and institutional 
modernization policies. Current outlays expanded by 
9.2% and capital expenditure (particularly real 
investment) dropped by 9.9% to the equivalent of 3.6% 
of GDP. Earthquake-related reconstruction costs were 

1.4% of GDP in 2003, and are expected to fall to 0.6% 
of GDP in 2004. 

External public debt continued to swell in 2003, 
partly due to the investment programme for 
reconstruction that is due for completion in 2004. 
External liabilities climbed by 17.5% in 2003 as a result 
of the substitution of external for domestic debt 
(Legislative Decree No. 681) in an attempt to ease short- 
term pressure on public finances. At the beginning of 
2003, the government issued US$ 348 million in 20-year 
Eurobonds, seeking to take advantage of favourable 
conditions on international capital markets. Overall, the 
total debt/GDP ratio stood at the prudential level of 40% 
set by the Ministry of Finance. Of this, 11.4% was 
domestic debt and 29% external debt. In relation to 
exports of goods and services, external debt was up from 
104.9% of GDP in 2002 to 117.6% in 2003. 

The government plans to issue a further US$ 286 
million in bonds in order to bridge the gap in budget 
financing. Assuming that the budget for the year is 
approved without major changes, and in the light of 
lower reconstruction costs, the NFPS deficit is expected 
to widen to 1.8% of GDP in 2004. 
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(b) Monetary policy 


The consolidation of the dollarization process eased 
upward pressure on inflation and brought interest rates 
closer to United States rates. By December 2003, 93.5% 
of the monetary base had been converted to dollars. In 
addition to strengthening the regulatory framework of 
the financial system, at mid-year the authorities took 
steps to create liquid contingency reserves, thus pushing 
the level of net international reserves up to US$ 1.906 
billion (20% more than in 2002). 

In the absence of a lender of last resort, and facing 
the risk of possible outflows of deposits, the 
Superintendency of the Financial System imposed new 
rules on commercial banks requiring them to hold 
additional contingency reserves amounting to US$ 227 
million. The new regulations required a further 6% of 
reserves on the balance of deposits recorded in May, to 
be covered with government securities, stocks or bonds, 
and an additional 3% in liquid foreign exchange. 

This means that the net international reserves of the 
central bank (US$ 1.906 billion) amply cover the 
liquidity reserves in the system and include a margin 
capable of sustaining the dollarization process in the 
event of contingencies. The central bank still carries 
liabilities in the form of non-redeemable securities 
(US$ 506 million) from open-market operations 
conducted prior to dollarization. 

The money supply gradually expanded in 2003, with 
a shift from medium- to short-term deposits. The low 
level of deposit taking is thought to be due to the 
existence of a larger range of international investment 
options. Also, foreign banks that are not based in El 
Salvador attract funds locally and invest them abroad. 
The operation of investment funds that deal in Latin 
American government debt instruments has also affected 
the banks’ ability to attract deposits. 

Nominal lending rates continued to decline in 2003, 
reaching 6.6%, while deposit rates remained at 3.4%. 
Spreads of nominal and real rates alike were also at all- 
time lows. Despite this progress, however, sluggish 
economic growth has meant that unencouraging 
investment flows are failing to reach the levels that were 
expected to accompany monetary integration. In 2003, 
credit to the private sector picked up somewhat (7%), 
following dramatic drops in 2001 and 2002. This upturn 
was partly attributable to a decline in foreign business 
loans in favour of local credit as a result of lower local 
interest rates. Also, consumer, residential and 
commercial loans extended by foreign banks not based 
in El Salvador appear to have increased. There has been 
a rapid rise in international borrowing by the local private 
banking system in order to fund lending operations in 
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Table 1 
EL SALVADOR: MAIN ECONOMIC INDICATORS 
fe ee Ce 
1995 1996 1997 1998 1999 2000 2001 2002 20034 
pregnbt eh) NA 


Annual growth rates ° 


Gross domestic product 6.4 cit 4.2 3.7 3.4 2.2 1.7 eal ae 
Per capita gross domestic product 4.2 -0.4 2.1 1.6 1.4 0.2 -0.2 0.2 i 
Gross domestic product, by sector 
Agriculture, livestock, hunting, 
ice and fishing 4.5 1.3 0.4 -0.7 (ate -3.1 -2.6 0.2 -0.6 
Mining (We 1.0 6.5 5.3 0.4 -4.7 Us 7.0 4.0 
Manufacturing 6.9 1.7 8.0 6.6 Bef, 4.1 4.0 2.9 2.8 
Electricity, gas and water 5.0 17.1 4.2 6.1 Pact -2.3 4.6 516 4.6 
Construction 6.1 PLT 6.2 8.5 -1.8 -3.4 9.6 4.6 35 
Wholesale and retail commerce, 
restaurants and hotels 9.9 0.4 2.9 4.0 2.0 3.6 1.9 1.0 dia 
Transport, storage and communications 5.5 1.9 Theis 4.2 9.5 6.1 4.3 3.7 3 
Financial institutions, insurance, real 
estate and business services 5:2 2.2 4.4 3.8 3.0 3.0 -0.8 3.4 2.8 
Community, social and personal 
services Bal 2.4 3.4 1.2 1.0 1.1 -0.5 -0.7 0.9 
Gross domestic product, by type 
of expenditure 
Consumption 9.2 1.6 3.0 2.4 3.4 oof 3.4 0.6 2.9 
General government 7.9 2.8 2.8 220 0.4 0.9 4.0 -7.2 alist 
Private 9.3 ee 3.0 2.4 er 3.9 Sis] 1.3 3.2 
Gross domestic investment Love -22.1 6.5 22.8 -4.0 Past 5.2 -1.5 1.9 
Exports (goods and services) 13.9 8.7 30.2 6.2 TA 16.8 -0.4 Loe f 4.9 
Imports (goods and services) 2h -6.1 16.8 9.2 27, 14.5 4.4 0.5 5.4 
Percentages of GDP 
Investment and saving ° 
Gross domestic investment 20.0 15.2 15st 17.6 16.4 16.9 16.7 16.4 16.4 
National saving Wes ike 14.2 16.6 14.5 13.6 15.3 13.8 11.9 
External saving 2.6 2.0 0.9 og AES 3.3 1.4 2.7 4.6 
Millions of dollars 
Balance of payments 
Current account balance -262 -169 -98 -94 -239 -431 -150 -412 -734 
Merchandise trade balance 1462") 1), 24250-1143) 29-1306) 4-1 356 =.-1:740. =1.933 e187 -2 274 
Exports, f.o.b. 1 651 lAc¥A 2 437 2 460 2 534 2 963 2 892 3 021 3 162 
Imports, f.o.b. 313 3 030 3 580 3 765 3 890 4703 4 824 4 892 5 436 
Services trade balance -121 -90 -152 -149 -183 -235 -250 -240 -169 
Income balance -67 -90 -163 -163 -282 -253 -266 -323 -408 
Net current transfers 1 389 1 254 1 361 2h 1 582 1 797 2 298 2 023 2112 
Capital and financial balance 4 410 334 460 394 447 385 -27 288 1 050 
Net foreign direct investment 38 “7 59 1 103 162 178 289 496 68 
Financial capital © 372 341 401 -709 285 207 -316 -208 982 
Overall balance 148 165 363 303 208 -46 -178 -124 316 
Variation in reserve assets ! -148 -165 -363 -303 -208 46 178 124 -316 
Other external-sector indicators 
Real effective exchange rate 
(index: 2000=100) 9 112.8 104.7 102.3 101.9 100.3 100.0 99.7 99.8 100.9 
Terms of trade for goods 
(index: 1997=100) 106.2 99.5 100.0 97.5 92.3 87.9 85.2 84.5 81.2 
Nei resource transfer (% of GDP) 3.6 2.4 ERT 1.9 Tae! 1.0 -2.1 -0.2 4.3 
Total gross external debt : 
(millions of dollars) 2 168 PALS Te/ 2 689 2 646 2 789 2 831 3 148 3 987 4 687 
Total gross external debt (% of GDP) 22.8 24.4 24.2 22.0 22.4 21.6 22.8 27.9 31:3 
Net profits and interest (% of exports)"  -3.4 -4.1 -5.6 -5.3 -9.1 -6.8 -7.1 -8.4 -10.0 
Annual average rates 
Employment 
Labour force participation rate! 52.4 S13 50.9 53.5 52.6 BY 5313 Site 53.4 
Open unemployment rate ! 7.6 Tel 8.0 Tad 7.0 6.7 7.0 6.2 6.9 


Visible underemployment rate * 3.2 3.5 3.4 3.4 4.1 4.5 
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2 el anaes 
i 2 foes ite si 
External f 228 244 24.2 22. 18.1... A769, 19.2%... 24:3 
Interest payments (% of totalincome) 11.1 124 11.9 (lane 11.0 12.1 10.8.0 12.8 
Money and credit" = 
Domestic credit ° 35 3.9 44 4.3 4.5 4.6 4.9 4.4 4.4 
To the public sector 0.0 -0.1 -0.1 -0.2 -0.2 -0.1 0.0 0.0 -0.1 
To the private sector 3.6 3.9 4.2 4.5 47 4.8 48 4.4 4.4 
Monetary base and local-currency 
deposits (M2)? 4.5 47 4.8 51 54 51 5.1 4.9 4.7 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

8 Preliminary figures. > Based on figures in colones at constant 1990 prices. ° Based on figures in local currency at current 
prices. 9 Includes errors and omissions. © Refers to the capital and financial balance (including errors and omissions), minus 
net foreign direct investment. f A minus sign (-) denotes an increase in reserves. 9 Annual average, weighted by the value of 
merchandise exports and imports. 4 Refers to net investment income as a percentage of exports of goods and services as 
shown on the balance of payments. ' Economically active population as a percentage of the working-age population; nationwide 
total. | Unemployed population as a percentage of the economically active population; nationwide total. _* Underemployed 
population as a percentage of the economically active population; urban total. ' Benchmark rate for deposits of up to 180 days in 
the financial system. ™ Benchmark rate for 1-year loans in the financial system. " The monetary figures are annual 
averages. ° Refers to net credit extended to the public and private sectors by commercial banks and other financial and 
banking institutions. P Includes foreign-currency deposits. 


foreign markets. Unofficial estimates place these banking rules and disciplines for these new investment 
liabilities abroad at approximately US$ 1.5 billion. relations. 
The business sector hopes that the free trade 
(c) Trade policy agreement will boost exports, investment, growth, 
employment and technology transfer, particularly in 
Trade policy was focused on the negotiation and sectors that have apparent relative advantages, such 
signature of a free trade agreement between Central as agriculture, agribusiness and the yarn-textile- 
America and the United States. This agreement clothing chain associated with the maquila sector. 
broadens the scope of the unilateral preferences 
granted under the Caribbean Basin Initiative (CBI): (d) Structural reform 
in addition to a reciprocal agreement extending market 
access permits and dispute settlement rights for both The government’s efforts in this domain centred on 
parties, it also provides a permanent framework for an attempt to move forward with the structural reform 
trade and investment relations, without the time limits of the health sector by restructuring the social security 
stipulated in CBI. The agreement will also cover new system. This was thwarted, however, by a lack of 
forms of trade in services, with the corresponding consensus among the various stakeholders. 
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Table 2 
EL SALVADOR: MAIN QUARTERLY INDICATORS 


Gross domestic product (variation from same 


quarter of preceding year) > 1.3 22 2.3 25 
Merchandise exports, f.0.b. (millions of dollars) 707 747 781 760 803 : fo : ye ; ie : thes ; 
Merchandise imports, c.i.f. (millions of dollars) Aid? Not4ase “1.33T 1390 1417 We ast Desa WG aE 
International reserves (millions of dollars) 4800 1702 1571 “11623 F800 1/687 
Real effective exchange rate (index: 2000=100) ° 99.3 99.5 99.8 100.5 99.9 104.0 101.2 ~J01:2.9 001.1 3 10031 
Consumer prices (12-month percentage variation) Vets 2.3 1.4 2.8 2.4 1:5 ae 2.6 3.0 4.6 
Average nominal exchange rate (colones per dollar) 8.75 8.75 8.75 8.75 8.74 8.75 8.75 8.75 8.75 8.75 
Nominal interest rates (annualized percentages) 
Deposit rate SHS) 3.4 3.4 3.5 3:3 3.4 3.4 3.4 3.4 3.4 
Lending rate Th 1 7.2 6.8 6.6 6.5 6.6 6.6 6.6 6.1 


Domestic credit? (variation from same quarter 
of preceding year) -7.8 -8.7 


Non-performing loans as a percentage of total 
loans (%)' 4.4 41 


41 3.5 3.5 3.3 3.2 2.8 2e7 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


Preliminary figures. 


> Based on figures in colones at constant 1990 prices. 


© Quarterly average, weighted by the value of merchandise exports and 


imports. 4 Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking institutions. © Data 


up to April. ' Refers to total credit extended by the banking system. 
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3. The main variabies 


(a) Economic activity 


For the fourth consecutive year, the slow recovery 
of external demand kept economic growth sluggish, 
notwithstanding a strong upturn in the United States 
growth rate from mid-2003 on. This was in addition to 
a decrease in public investment associated with the 
reconstruction programme following the earthquakes of 
2001. The most notable aspect of supply was a sharp 
(5.4%) increase in its imported component. 

One cause for concern in the country’s recent 
economic performance has been a decline in private 
capital formation, which is one of the reasons why the 
investment ratio is down to 16% of GDP, despite public 
spending on post-earthquake reconstruction. Private 
investment climbed by a mere 2.5% in-2003 which, 
combined with smaller flows of foreign direct 
investment, gave an average annual increase of 0.6% 
over the past three years. 

There was expansion, albeit limited, across all the 
sectors of production except for agriculture, which was 
down by 0.6% owing to a poor performance by staple 
grains and a slow recovery in international coffee and 


sugar prices. The sectors to grow at above-GDP rates 
were electricity, gas and water (4.6%); mining (4%); 
construction (3.5%); manufacturing (2.8%), which was 
driven by clothing manufactures in the maquila industry, 
the financial, real estate and insurance sector (2.8%); 
and transport (3.1%). The banking and financial system 
is one of the fastest-growing sectors, with good prospects 
for growth in 2004, thanks to the expansion of operations 
into other Central American countries. 


(b) Prices, wages and employment 


In 2003, the average annual rate of inflation was 
2.1%, while December-to-December inflation was 2.6% 
(the lowest in Central America). On average, food prices 
went up at almost the same rate as the general index, 
although they rose more quickly towards the end of the 
year. Clothing prices continued on their established 
downward trend (-1.2%). 

In the second quarter of 2003, the minimum wage 
in commerce, services, manufacturing and the maquila 
industry posted a differentiated nominal increase of 
between 5% and 10%, whereas public-sector wages 
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were not adjusted. Recent years have seen little change 
in the employment rate, which edged up to 41% in 
2003. The nationwide unemployment rate rose from 
6.2% in 2002 to 6.9% in 2003, with rural areas 
continuing to record the highest rates (8.2%). The 
percentage of poor households nationwide has stood 
at 36% for the last two years, and the figure is clearly 
higher in rural areas (46%). There was, however, a 
slight improvement in extreme poverty figures 
nationwide, as the percentage of households dropped 
from 16% in 2002 to 14% in 2003. 


(c) The external sector 


The balance-of-payments current account deficit 
widened to almost 5% of GDP, from 2.9% in 2002. 
Family remittances, at US$ 2.105 billion or 14% of GDP 
—a figure three times higher than the current account 
deficit— continued to finance the trade deficit, which was 
estimated at 15% of GDP. The financial account showed 
a sharp drop in foreign direct investment, which came 
to US$ 86.3 million, compared with US$ 470 million in 
2002. This investment went mainly to the maquila 
industry, telecommunications, electricity generation and 
the financial sector. 

In terms of the external sector’s performance, 
exports of goods climbed by 4.7%, with exports to 
countries outside Central America being the fastest- 
growing. Among traditional exports, coffee sales 
retreated by 1.4% as part of a trend that has continued 
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for several years now, due to the sluggish recovery of 
international prices and a contraction in the exportable 
supply. Sugar and shrimp exports trended upward, albeit 
too slowly to make up the ground lost in previous slumps. 
Non-traditional exports posted a modest growth rate of 
1.4%, which was substantially lower than the 6.8% 
recorded in 2002. Maquila exports (60% of the total) 
rose for the second year running (7%), but nonetheless 
fell short of the performance observed in the second half 
of the 1990s. In 2004, the maquila industry could be 
weakened by the growing shares of Honduras and 
Nicaragua in the United States market and mounting 
competition from China and other Asian countries. 

Imports surged by 11% in 2003. An expansion in 
imports of intermediate goods, which represent 32% of 
the total, was driven by manufacturing (11.5%), 
construction materials (11%) —-thanks to an increase in 
private residential construction— and petroleum and fuel 
(19%). Meanwhile, consumer goods (28% of total 
imports) swelled by 16.4% as a result of rising family 
remittances. Imports of durable goods performed 
particularly well, climbing by close to 48%. Maquila 
imports, which represent 24% of total imports, were up 
by 7.7%. 

Purchases of capital goods, which represent 16.3% 
of the total, posted a 6.4% increase that was mainly 
attributable to transport and manufacturing. Capital 
goods for construction recorded a negative growth rate 
(-2.4%), as post-earthquake reconstruction projects 
moved towards completion. 
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a against a backdrop of ongoing disputes between the government aagctetia mea groups. 
In 2003 annual inflation was 5.9% and the central government deficit was 2.3% of GDP, but 


the economy grew by just 2.1% and investment contracted. The tax burden was reduced by 


the temporary suspension of duties on alcoholic beverages and on petroleum and petroleum 


products. 


The new administration is backed by major business — 


groups, and this has given rise to expectations of higher 
economic growth in 2004-2005. This prospect has been 
strengthened by the conclusion of negotiations on the 
United States-Central America Free Trade Agreement 
(CAFTA), the dynamism of the United States economy 
and the decision to remove Guatemala, as of July 2004, 
from the list of countries that are not cooperating 
sufficiently with efforts to combat money laundering. 
Official sources estimate GDP growth at 2.6% for 2004 
based on the continued strength of consumption (3.6%) 
and conservative trends in fixed investment (2.7%), 
exports (1.9%) and imports (3%). ECLAC estimates put 
the growth rate at about 3%, assuming that exports remain 
as robust as they were in 2003 (4.6%) and investment 
rises by at léast 3%, even if import growth is higher (6%). 


To deal with the fiscal crisis, the new administration 
slashed public spending in the first half of 2004 and 
passed a package of fiscal measures. This will 
temporarily ease budgetary constraints, but will also 
introduce elements that will weaken overall demand. 
These measures’ ultimate effect on economic growth in 
2004 is still uncertain and will largely depend on how 
private investment reacts. A number of distortions exist 
that must be corrected without delay if stable, sustained 
growth is to be achieved. The upward trend of the trade 
deficit should be checked, since it creates a dependence 
on highly volatile short-term capital flows. In addition, 
the State needs to strengthen its revenue-raising capacity 
and to use resources more efficiently if it is to modernize 
the country’s infrastructure and meet the basic needs of 
those living in poverty. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
4 December-December variation. 


2. Economic policy 
Macroeconomic policy in 2003 was influenced by the reserves were all met. The economy continued to slow, 
country’s special drawing rights agreement with the however, and the decision, as mentioned earlier, to 
International Monetary Fund (IMF), which expired on suspend the collection of certain taxes threatened to 
31 March 2003 and was then renewed for nine months trigger a fiscal crisis in 2004. The administration of 
starting in June. The targets for inflation (4%-6%), the President Berger has set out to correct this situation as a 


fiscal deficit (2.3%) and an increase in international matter of urgency. Its macroeconomic Strategy includes 
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strict targets for 2004 which include keeping annual 
inflation down to between 4% and 6% and holding the 
fiscal deficit to 2% of GDP. To this end, public spending 
is being cut back sharply and a restrictive monetary 
policy is being applied. In June, Congress passed a tax 
and financing package that entered into effect on 1 J uly 
2004. This package eliminates the budget shortfall, with 
an anticipated fiscal deficit of no more than 2% of GDP. 


(a) Fiscal policy 


The high level of transfers and the drop in tax 
receipts seen in 2003, which were not offset by the 
reductions in physical investment and current 
expenditure, translated into an expansionary fiscal policy 
stance. The largest central government transfers went 
to pay for the demobilization of members of the army 
and the Presidential General Staff, compensation for 
former members of civil patrols (the Patrullas de 
Autodefensa Civil (PAC)) and capitalization of the 
Savings Protection Fund (FOPA) and the Banco 
Hipotecario Nacional, the national mortgage bank. The 
decrease in the current surplus (0.6% of GDP), combined 
with a higher level of capital expenditure (0.7% of GDP), 
raised the fiscal deficit to 2.3% of GDP (versus 1% in 
2002). Some 60% of this deficit was financed with 
external resources, and the public-sector external debt 
therefore rose to US$ 3.397 billion (13.8% of GDP). 
Current spending climbed by 11.7%, more than twice 
as much as revenue (5%). The steep increase in capital 
expenditure (28.5%) was a reflection of higher transfers 
(50%), since investment slumped (-14%). 

At 10.3% of GDP (0.3% less than in 2002), the size 
of the tax burden was influenced by Constitutional Court 
rulings which suspended the application of the 
Mercantile and Agricultural Enterprise Tax (IEMA) and 
the taxes on the distribution of beer and alcoholic 
beverages and on petroleum and petroleum products. 
Receipts in these categories fell by between 5% and 15% 
in real terms. It was estimated that, had these conditions 
continued, the 2004 fiscal deficit would have been over 
4% of GDP. At that point, however, the administration 
of President Berger instituted a 20% across-the-board 
cut in the current expenditures of public-sector bodies 
and set up the Technical Commission on the Fiscal 
Covenant (CTPF) to propose urgent fiscal reforms. In 
June 2004 Congress passed an amended form of the 
proposal, which entered into force in July. 

The most significant initiative has been the income 
tax reform, which does not apply to dependent workers. 
In the case of companies, a number of exemptions were 
eliminated and two corporate tax options were offered: 
a 5% taxation rate on gross receipts, or a 31% tax on 
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profits. Other changes included the creation of a 
temporary emergency tax to support the peace 
agreements (IETAAP), which, like the earlier IEMA, 
applies to net sales at a rate of 2.5% and is to be gradually 
reduced over the following two years; the reintroduction 
of a tax on alcoholic beverages; and approval to issue 
4.4 billion quetzals in treasury bonds, with most of these 
borrowings to be used for social investment. The country 
will have to monitor the effects of these changes and, 
where necessary, correct any regressive aspects that they 
may introduce in income distribution. 


(b) Monetary policy 


In the interests of price stability, the central bank 
became heavily involved in open market operations in 
order to restrain the growth of monetary liquidity, which 
was fuelled, in particular, by the authorities’ looser fiscal 
policy. The value of outstanding securities issued for 
purposes of monetary regulation increased by 30% 
(compared to 1.3% in 2002) and their average annual 
yield dropped from 7.9% to 5.65%. Despite the central 
bank’s intervention, as of December 2003 the year-on- 
year increase in the money supply amounted to 19.2% 
(more than double the 2002 figure), while M1 and M2 
rose by 20.5% and 10.8%, respectively. The factors 
accounting for these high growth rates, particularly since 
mid-2003, include the country’s heftier fiscal deficit and 
a voluminous flow of remittances and of certain 
categories of external capital. 

The balance of public-sector deposits at the central 
bank rose by 20% during 2003. Between January and 
June 2004, such deposits swelled by 1.192 billion 
quetzals, an amount almost equal to the increase for all 
of 2003. Bank lending to the private sector expanded 
by 10.3% in nominal terms; foreign-currency lending 
rose by 20.9% and local-currency lending by 7.2%. 
Quetzal-denominated time deposits remained almost 
unchanged (2.9%). Dollar-denominated deposits 
jumped by 48.8%, however, and, as a result, by year’s 
end they accounted for 15.2% of total time deposits. 
The slow growth in lending to the private sector reflected 
both a preference among banks for investing in 
government securities rather than in higher-risk 
production activities and sluggish credit demand owing 
to the uncertainty surrounding the presidential elections 
and a worsening investment climate. 

To constrain the growth of liquidity, the Banco de 
Guatemala raised the annual interest rate on its 28-day 
certificates of deposit several times during 2003. Thus, 
from a low of 2.75% in July 2003, this rate had been 
raised to 4.5% by the end of the year. After three more 
rate hikes in the first half of 2004, it reached 5.625% in 
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Gross domestic investment ise 12.7 LT? 17.4 17.4 17.8 17.8 18.9 16.9 
National saving 11.6 9.8 10.2 12.0 iets! 12.4 11.8 13.9 11.9 
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Millions of dollars 
Balance of payments x 

Current account balance *5/2 -452 -634 =-1039 -1026' -1,050 © -1.253 451,235. -)0o0 
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Net foreign direct investment 75 TH 84 673 155 230 456 114 116 
Financial capital © 345 589 779 602 746 1 462 qe 1146 1 484 
Overall balance -152 214 230 235 -125 643 474 22 550 
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Other financing 9 -6 =i 5, 28 28 0 0 0) 0 0 


Other external-sector indicators 
Real effective exchange rate 


(index: 2000=100) " 98.3 94.5 89.5 88.5 98.6 100.0 96.2 89.1 88.5 
Terms of trade for goods 
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Money and credit" 
Domestic credit ° 18.3 19.2 20.1 20.0 20.5 19.8 19.6 18.8 18.5 
To the public sector 1.8 1.4 2.4 2.3 1.0 0.8 1A 0.4 0.3 
To the private sector 16.6 17.8 wen Were 19.6 19.0 18.5 18.3 18.2 
Money stock and local-currency 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

4 Preliminary figures. > Based on figures in local currency at constant 1958 prices. ° Based on figures in local currency at 
current prices. 9 Includes errors and omissions. © Refers to the capital and financial balance (including errors and omissions), 
minus net foreign direct investment. f A minus sign (-) denotes an increase in reserves. 9 Includes use of IMF loans and 
credit and exceptional financing. » Annual average, weighted by the value of merchandise exports and imports. ‘Refers to 
net investment income as a percentage of exports of goods and services as shown on the balance of payments. ji Economically 
active population as a percentage of the working-age population; nationwide total. K Unemployed population as a percentage 
of the economically active population, urban total; up to 1998, nationwide total. 'Average rate for savings and time deposits in the 
banking system. ™ Average rate for loans by the banking system. |" The monetary figures are annual averages. °Refers to 
net credit extended to the public and private sectors by commercial banks and other financial and banking institutions. 


June. However, the average nominal rate for commercial interference with the underlying trend of the exchange 
bank deposits fell in 2003, and their yield was negative rate. These incursions into the foreign-exchange market 
in real terms for the second year running. The nominal have been few and far between, as well as being small 
lending rate also fell, but in real terms its annual average in scale relative to total market operations. As a result 
rose by nearly a percentage point to 8.88%; these of this policy, the currency has appreciated in real terms 
movements resulted in quite wide bank spreads. In the over the last three years. In 2003, despite a nominal 
first half of 2004, bank interest rates continued to fall, depreciation of 4.7%, the currency appreciated by an 
but lending to the private sector remained flat. This lag average of 1.7% against the dollar in real terms over the 
may lengthen in the months ahead as efforts to drive year. In the first five months of 2004, the exchange rate 


appreciated, with some fluctuations, by 1.2% in nominal 
terms and by 3%-4% in real terms. 

Under the present administration, a debate has arisen 
concerning the advisability of modifying exchange-rate 
policy to prevent a systematic appreciation of the 
currency in real terms. For its part, the central bank has 
repeatedly and explicitly affirmed its determination to 
maintain a flexible exchange rate. 


down inflation intensify. 
(c) Exchange-rate policy 


The Banco de Guatemala has pursued a flexible 
exchange-rate policy based on occasional interventions 
in the foreign-exchange market to reduce volatility 
caused by speculation or external shocks and on non- 
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Table 2 
GUATEMALA: MAIN QUARTERLY INDICATORS , 
a ae ee 
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Real effective exchange rate (index: 2000=100) > 91.5 89.9 88.4 86.4 87.5 88.7 88.3 89.6 89.8 86.7 
Consumer prices (12-month percentage variation) 9.1 914 iia 6.3 5.8 5.2 S37 5.9 5.8 7.4 


Average nominal exchange rate (quetzals per dollar) 7.96 7.86 


Nominal interest rates (annualized percentages) 
Deposit rate° TS, ten 
Lending rate? 17.5 ial 


Domestic credit ® (variation from same quarter 
of preceding year) 6.7 4.1 
Non-performing loans as a percentage of total loans 9 9.0 10.4 


7.80 7.66 7.83 7.91 7.93 8.05 8.11 8.00 


6.7 7.0 6.1 5.4 4.9 4.6 4.4 4.4 
16.6 16.3 15.8 15:2 14.6 14.2 13.9 14.0 


3.2 0.0 -2.8 -2.3 22 0.3 3.9 a7 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 
banking system. 
banks and other financial and banking institutions. 


4 Average rate for loans by the banking system. 


(d) Other policies 


As in the rest of Central America, in 2003 and part 
of 2004 the authorities were engaged in negotiating 
the future United States-Central America Free Trade 
Agreement (CAFTA) and have been preparing for its 
probable implementation in 2005 since that time. The 
negotiations ended in 2003 and the agreement was 
signed soon thereafter, but it has yet to be ratified by 
the countries’ congresses. One of its most important 
effects is expected to be a stimulus for local and foreign 
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3. The main variables 


(a) Economic activity 


The slowdown in the Guatemalan economy that had 
begun in i999 continued in 2003. At 2.1%, growth was 
too slow to prevent per capita GDP from shrinking in 
real terms for the third year running, and imports of 
goods and services hardly rose at all (0.6% in real terms). 
This slow pace of growth was associated with the slump 
in gross domestic investment (-8.6%), which the upswing 
in exports (4.6%) and the continuing strength of private 
consumption (3.8%) failed to offset. The downturn in 
private gross fixed investment (-3.9%) was due in part 
to the intensification of the dispute between the 


5 Quarterly average, weighted by the value of merchandise exports and imports. r 
© Refers to net credit extended to the public and private sectors by commercial 


Data up to April. 


° Average rate for savings deposits in the 


9 Refers to total credit extended by the banking system. 


investment, as it permanently formalizes preferential 
trade access to the United States market. Another aspect 
of interest is the improvement of banking supervision, 
especially for offshore institutions. The progress made 
in this respect is one of the reasons why Guatemala 
was removed in July from the list of countries that, 
according to the Financial Action Task Force on Money 
Laundering (which is linked to the Organisation for 
Economic Co-operation and Development), do not 
collaborate sufficiently in the effort to combat money 
laundering. 


administration and certain business groups and to the 
uncertainty surrounding the presidential elections in 
November. This was compounded by the retrenchment 
of public investment (-4.2%) and current general 
government expenditure (-2.1%). 

The transport and communications sector grew 
strongly (5.4%), owing in part to the expansion of 
telephony and Internet communications services. The 
electricity, gas and water sector grew by 4%, but its 
momentum was slowed by weak domestic demand and 
budgetary constraints. The construction sector’s 
continued stagnation (0.1%) reflects the decline in 
investment. Important contributing factors to the 


Economic Survey of Latin America and the Caribbean * 2003-2004 


recovery in the agricultural sector (3.1%) have included 
coffee production (7%), thanks to the fact that output 
was geared to higher value-added niche markets, and 
cardamom (35%). Basic grain production remained 
lethargic, and rice output plummeted. The manufacturin g 
sector, where activity has been slowing for over five 
years, grew by only 0.6% owing to the low level of 
investment and the sector’s difficulties in coping with 
foreign competition. Beverage production was the only 
manufacturing activity whose growth rate outstripped 
population growth. Commerce and financial services 
kept pace with domestic economic activity. 

The available information indicates that in 2004 the 
economy has begun to emerge from its slump. In March, 
the monthly index of economic activity registered a 
2.47% year-on-year increase, as compared to 2.13% 
twelve months earlier, while electricity generation was 
7% higher than in 2003. The strength of the economic 
reactivation in 2004 will depend both on how local 
investment and exports respond and on how much 
monetary and fiscal policy are tightened in the second 
half of the year in order to lower inflation and rein in 
the budget deficit. 


(b) Prices, wages and employment 


In 2003, annual inflation, as measured by the 
December-to-December variation in the consumer 
price index, came to 5.85%, down from the preceding 
year’s 6.3%. In August, however, inflation began to 
trend upward, and in January 2004 the annual variation 
in the consumer price index topped the 6% ceiling set 
as the target for the year as a whole. Much of this trend 
was due to rising international prices for certain 
imported products, such as petroleum, fertilizers, steel 
and other inputs. In May 2004, the 12-month inflation 
rate was 7.27%, while cumulative price increases in 
the first five months of the year amounted to 4.42%. 
Given this development and these products’ high 
international prices, it seems likely that in December 
annual inflation will be somewhere between 7% and 
9%. The exact rate will depend both on monetary and 
fiscal policy and, to some extent, on the trend of the 
exchange rate and wages. It should be noted that, as of 
23 June 2004, the exchange rate for the quetzal against 
the dollar had appreciated by 1.8% in nominal terms 
since 31 December 2003, as compared with a 
depreciation of 4.7% in 2003. Unless the copious flow 
of remittances continues undiminished, it is difficult 
to see how the currency can continue to appreciate as 
steeply as it has in the first five months of the year, 
especially if domestic economic activity picks up 
substantially. 
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According to official surveys, the open 
unemployment rate was 3.1% in May-June 2002 and 
3.4% in February-March 2003. Unemployment in the 
metropolitan urban area (5.6%) was reported to be more 
than double the rate in rural areas (2.2%). During this 
same period, the visible underemployment rate rose 
from 15% to 16% of the economically active 
population. Recent information is lacking, but urban 
employment is unlikely to have risen in the first half 
of 2004, given the job cuts and recruitment freeze 
instituted in the public sector and the amount of time it 
is taking for investment to recover. In January 2003, 
minimum wages rose by 16% for agricultural workers 
and by 14% for all other sectors. In July 2004, further 
increases of 21% and 16%, respectively, were 
authorized; the average real level for 2004 therefore 
ought to be similar to the 2003 figure. 


(c) The external sector 


In 2003, the trade deficit for goods and services rose 
for the seventh year in a row, reaching US$ 3.194 billion, 
while the currency continued to appreciate in real terms. 
Although exports (8.1%) outperformed imports (6.6%), 
this was not enough to offset the deterioration in the 
services account. The current account deficit, by contrast, 
narrowed both in nominal terms and as a percentage of 
GDP (4.2%, versus 5.3% in 2002), owing to the increase 
in net current transfers (25%). Family remittances, which 
amounted to over US$ 2.5 billion, were spurred by lower 
transfer costs, improvements in accounting records and 
an increase in the number of emigrants. Foreign direct 
investment remained flat at a level equivalent to a little 
less than one third of the sum repatriated in the form of 
profits and dividends. Meanwhile, external borrowing 
(particularly the US$ 300 million in “peace bonds” 
(Bonos Paz) placed on foreign markets) and short-term 
capital inflows allowed reserves to rise by US$ 550 
million. 

Non-traditional exports (including petroleum) 
turned in a strong performance once again (13.1%). 
Particularly striking trends included the increase in the 
value added by the wearing apparel maquila industry 
(27.1%) and exports of fruit and fruit preparations 
(37.6%) and food products (46%). Traditional exports 
were down by 1.5%, despite the rise in coffee exports 
(8.7%). External sales of cardamom, bananas and sugar 
also fell, by 15.3%, 1% and 9.1%, respectively. Imports 
of capital goods declined (-2.8%), particularly those for 
use in industry (-7.6%). Meanwhile, imports of consumer 
and intermediate goods stepped up by 9.2%. Within this 
category, petroleum and lubricants soared by 39.7% to 
US$ 908.5 million. 
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investment, which became the most buoyant component of ageregate demand, 0 r y 


the growth in consumption. The macroeconomic climate became more positive as yet 


continued to fall (6.8%) and the exchange rate remained stable. The current account deficit 
and the central government's fiscal deficit deteriorated slightly, as did labour market conditions. 


Higher external demand boosted economic activity 
through an improvement in the maquila sector and 
increases in foreign direct investment and remittances. 
Negotiations on the United States-Central American 
Free Trade Agreement (CAFTA), which were 
completed in December, had positive effects on 
investor expectations. At the domestic level, 
negotiations with the International Monetary Fund 
(IMF) and the requirements for reaching an agreement 
with that institution formed the basis for the definition 
of macroeconomic policy. It was with this in mind that 
two fiscal reforms were adopted and monetary policy 
was temporarily tightened. The programme agreed 
upon with IMF in February 2004 has four main 
elements: a medium-term macroeconomic framework, 
an ambitious fiscal adjustment, a far-reaching reform 


of the financial system and improvements in 
governance and transparency. 

In 2004 the recovery of the world economy should 
help to raise Honduras’s growth rate by half a percentage 
point over its 2003 level. Domestic conditions will 
depend on the continued implementation of the poverty 
reduction strategy and the IMF agreement. Honduras 
will receive international support in the form of grants 
and will attempt to meet the conditions for reaching, in 
2005, the completion point under the Heavily Indebted 
Poor Countries Initiative, which would make it eligible 
for external debt relief. In the first half of 2004 Honduras 
was added to the list of countries due to receive resources 
from the United States Millennium Challenge Account, 
and benefited from the Paris Club’s decision to cancel 
US$ 147 million of its debt servicing liabilities. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 December-December variation. 


Zr Economic policy 


The economic programme for 2004 is based primarily on 
the IMF agreement, which projects inflation of between 
6.5% and 7% and a central government fiscal deficit of 
3.4% of GDP. Other targets include exchange-rate 
stability and the strengthening of the financial system. 
In 2004 macroeconomic policy has behaved much 
as it did in 2003: as progress is made in terms of fiscal 
adjustment, monetary policy is eased to inject more 


liquidity into the economy. This pattern, which was 
temporarily suspended in the second half of 2003 as a 
result of speculative attacks on the lempira and a lack 
of progress in fiscal adjustment, was reinstated in the 
first half of 2004. 

However, there are risk factors. For instance, the 
rise in oil prices reversed the decline in inflation in the 
first half of the year. If this trend continues, the central 
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bank will have to adopt a tighter monetary policy, which 
would cause the recovery to lose momentum. 
Furthermore, the expiration, on 30 June, of price controls 
on some 40 products in the basket of staple goods 
adopted by the Congress in December 2003 has the 


potential to adversely affect inflation and 


macroeconomic management. Lastly, a sudden rise in 
international interest rates could aggravate the situation 
by raising the cost of external debt servicing and 
reducing foreign direct investment. 


(a) Fiscal policy 


Two fiscal reforms were undertaken in 2003 with a 
view to reducing the deficit to 3.5% of GDP, although 
the desired outcome did not materialize. The central 
government deficit widened to 5.9% of GDP owing to 
non-recurrent expenditure under the Financial 
Strengthening of Agricultural Producers Act, whose full 
cost (1% of GDP) was imputed to the 2003 fiscal year 
even though the relevant payments are to be made over 
10 years. Excluding the effect of this measure, the deficit 
remained at the same level as in 2002. Meeting the 2004 
deficit target of 3.4% of GDP will require a fiscal 
adjustment of one and a half points of GDP. The 
authorities expect to achieve this through a combination 
of higher income (thanks to the three fiscal reforms 
adopted in 2002 and 2003) and lower expenditure, 
especially on wages. 

Current income grew by 4.7% in real terms in 2003, 
as tax revenues increased (by 5.8%) owing to the 
measures implemented under the tax reforms. Receipts 
from direct taxes were up by 7% and those from indirect 
taxes, by 4.7%. Taxes on production, consumption and 
sales rose by 45.3%, whereas taxes on services, specific 
activities and foreign trade were down considerably. 
Non-tax revenues dipped by 2.6%, slightly less than 
external grants (5.3%). 

Total real expenditure grew by 8.6%, led by a rise 
in current expenditure (12.1%). Unlike the pattern of 
previous years, in which increases were driven by hikes 
in payroll expenditure, the 2003 increase was due to 
higher interest payments (63%). This, in turn, reflected 
the government’s decision to pay off some of its debt 
arrears. Payroll expenditure was up by only 1.1%, while 
capital expenditure fell by 1.7%, although this decline 
was much smaller than the one posted in 2002 (17.8%). 

The overall balance of the consolidated public sector 
(including the central bank) showed a deficit equivaient to 
4% of GDP. This was smaller than the central government's 
deficit, thanks to the positive balance achieved by public 
enterprises. The four largest State-owned firms had an 
operating balance equivalent to 2.6% of GDP. 
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(b) Monetary and exchange-rate policy 


Liquidity was controlled through open-market 
operations with monetary absorption certificates in local 
currency and in dollars. Net monetary absorption by 
these means reached 519 million lempiras. Starting in 
July 2003 the central bank raised interest rates on both 
instruments, causing the interbank rate to rebound from 
a low of just over 7% in May to slightly over 9% at the 
end of the year. The central bank also pursued its policy 
of diversifying monetary instruments. Given the 
increased availability of government securities, they 
were increasingly used in repo operations. The central 
bank’s decision to reduce mandatory investment 
requirements in local currency also had a positive effect 
on total liquidity. 

The monetary base grew by 1.8% in real terms, 
which was much less than the 11.2% increase in the 
money supply (M1) due to a 14.1% rise in current 
account deposits. Liquidity in local currency (M2) 
expanded by 6.4% and broad money (M3), by 6.9%, 
with both increases slightly outpacing the ones registered 
in 2002. More optimistic expectations and the economic 
recovery were reflected in an 11.7% jump in credit 
activity (which was 4.6 percentage points above the 2002 
expansion). This was the first increase in credit activity 
after five years of downturns. 

An important change, instituted in the second 
quarter of 2004, is that the State no longer guarantees 
100% of the financial system’s deposits, but only up to 
5.18 million lempiras. From October 2004 onward the 
State will insure only the equivalent of the first 
US$ 10,000 (180,000 lempiras). Another change is a 
25% increase in the minimum capital requirement for 
financial institutions as from August 2004. Financial 
institutions will have two years to comply with this rule, 
which increases the minimum capital for commercial 
banks from 150 million to 200 million lempiras. 

The central bank sought to build confidence and 
maintain stability in the foreign-exchange market 
through public auctions of foreign currency. With the 
uncertainty that emerged in mid-year, speculation 
against the lempira hampered this effort. However, the 
tightening of monetary policy was sufficient to calm 
the market. The exchange rate was 17.75 lempiras to 
the dollar in December, which represented a 
depreciation of 4.9% in nominal terms and a slight loss 
of value in real terms. 


(c) Trade policy 


The United States-Central American Free Trade 
Agreement (CAFTA) permanently consolidates the 
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4 Preliminary figures. 
current prices. 4 Includes errors and omissions. 
minus net foreign direct investment. 
loans and exceptional financing. 


average rate on loans. 


> Based on figures in local currency at constant 1978 prices. 
© Refers to the capital and financial balance (including errors and omissions), 
fA minus sign (-) denotes an increase in reserves. 
4 Annual average, weighted by the value of merchandise exports and imports. 
net investment income as a percentage of exports of goods and services as shown on the balance of payments. 
active population as a percentage of the working-age population; nationwide total. 
as a percentage of the economically active population, nationwide total. 
"The monetary figures are annual averages. 


° Based on figures in local currency at 


9 Includes the use of IMF credit and 

' Refers to 
i Economically 
«Unemployed and underemployed population 
' Weighted average rate on time deposits. ™ Weighted 
° Refers to net credit extended to the public and 


private sectors by commercial banks and other financial and banking institutions. 


benefits which the United States had previously granted 
unilaterally under the Caribbean Basin Initiative. In 
terms of market access, Honduras agreed to grant duty- 
free entry to 75% of its imports from the United States 
and will receive the same treatment for 91% of its 
exports. In addition, Honduras obtained a degree of 
protection for its socially sensitive sectors, in the form 
of transition periods of 5 to 20 years to allow these 
sectors to adapt gradually to keener competition. 


Early in 2003 Nicaragua temporarily suspended its 
35% tariff surcharge on imports from Honduras, which 
it had begun to apply after Honduras concluded a 
maritime border treaty with Colombia. Moreover, 
progress was made towards the formation of a Central 
American customs union, especially in terms of 
harmonizing tariff items. In May 2004 border posts 
between Guatemala, El Salvador, Honduras and 
Nicaragua were removed. 


quarter of preceding year) ° 13.4 7.0 
Non-performing loans as a percentage of total loans! 5.7 7.0 
Source: ‘Economic Comiicson for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
5 Quarterly average, weighted by the value of merchandise exports and imports. 


© Refers to net credit extended to the public and private sectors by commercial banks and other 
‘Refers to total credit extended by the banking system. : 


4 Preliminary figures. 
deposits. 4 Weighted average rate on loans. 
financial and banking institutions. 


3. The main variables 


(a) Economic activity 


In 2003 GDP increased by 3.2%, or 0.7% in per 
capita terms. In 2004 GDP is likely to expand by between 
3.5% and 4% as a result of better external and domestic 
conditions. 

Growth in overall demand rose from 2.7% in 2002 
to 4.6% in 2003, driven mainly by investment and 
exports. Domestic demand more than doubled its 
expansion of the preceding year, as its growth 
accelerated from 2.1% to 4.5%. Gross domestic 
investment, which had contracted in the previous three 
years, climbed by 8.5% to become the driving force of 
the Honduran economy, along with goods and services 
exports (5.2%). Growth in consumption, on the other 
hand, was less buoyant than in previous years (3%); the 
general government component was up by 0.8% and 
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the private component, by 3.4%. In 2004 the authorities 
plan to implement a programme of public investment in 
road infrastructure, low-cost housing and the expansion 
of the telephone network, and private-sector entities have 
announced investments in maquila activity, electricity 
generation, telecommunications, tourism and agriculture. 
Investment is therefore expected to re-emerge as an 
important engine of economic growth. 

The agricultural sector grew by 1.9%, falling short 
of its 2002 expansion (4.9%). Agricultural output dipped 
by 0.7% owing to downturns in the production of coffee 
(7.9%) and sugar cane (4.9%). Crops for domestic 
consumption performed well, as did livestock and 
poultry production. Manufacturing expanded at a rate 
similar to the one posted in 2002 (3.7%). The 
performance of most manufacturing subsectors was 
positive but mediocre, with growth rates of between 1% 
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and 3%. The sole exception was the textile and clothing 
industry (10.1%), which was boosted by an upturn in 
external demand. Construction made a remarkable 
recovery (13.8%) after two straight years of decline. 

Two other sectors that achieved solid growth were 
i electricity, gas and water (7.9%) and transport, storage 
_ and communications (3.7%). Commerce, restaurants and 
hotels and financial institutions also continued to post 
positive rates in line with the economy’s average 
performance. Public administration and defence, on the 
other hand, were down by 2% after having shown strong 
growth in previous years. 


(b) Prices, wages and employment 


The variation in the consumer price index (CPI) was 
6.8%, which was the lowest rate in 11 years and 1.3 
percentage points lower than the 2002 rate. Once again, 
food prices and merchandise import prices helped to 
slow the pace of inflation, rising by 5% and 2.9%, 
respectively. Conversely, the rise in the international 
price of petroleum and petroleum products contributed 
to the increase in transport costs (8%). Increases in the 
cost of alcoholic beverages, tobacco, housing, water, 
electricity and gas outpaced the average increase in the 
CPI, as did the hike in education costs. By May 2004 
inflation had already reached 4.3%, over half the rate 
predicted for the year as a whole. 

Once again, the wholesale price index rose more 
slowly than the CPI. However, its 4.7% increase in 
2003 was higher than the preceding year’s upturn, 
providing further confirmation of the economy’s 
recovery. Inflationary pressure came mostly from 
industrial prices (6%) and construction materials prices 
(8%). This pattern of wholesale price increases is 
expected to continue in 2004. 

The minimum wage climbed by 13.8% in 2003, 
increasing the annual average by 8.6% in real terms. 
The current administration’s policy is to try to limit wage 
increases, particularly in the public sector. The central 
government’s wage bill expanded by only 2%, indicating 
that the authorities succeeded in slowing down the 
pronounced increases of previous years, which had 
resulted from statutory wage hikes for teachers and for 
medical and paramedical personnel. The minimum wage 
increase implemented in April 2004 averaged 7.9%, 
meaning that real wage growth was negative. 

Unemployment indicators continued to worsen in 
2003. Nationwide, open unemployment shot up from 
3.9% in 2002 to 5.3% in 2003, while open 
unemployment rose from 8.5% to 11% in Tegucigalpa 
and from 5.9% to 6.7% in San Pedro Sula. Invisible 
underemployment also rose (from 25.6% to 29.5%), on 
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account of the economy’s limited capacity to generate 
formal-sector jobs. 


(c) The external sector 


Export growth revived in 2003, with a significant 
increase in maquila-sector value added, combined with 
an impressive upswing in remittances. Export growth 
reflected an increase in export volume, given that the 
terms of trade deteriorated for the fifth year running. 
The balance-of-payments current account deficit 
widened from 3.4% to 3.8% of GDP, while the financial 
account posted a negative balance of about US$ 30 
million. Since imports are likely to expand more than 
exports in 2004, the balance-of-payments current 
account deficit could swell to 6.6% of GDP. 

The 5.3% growth in merchandise exports (twice the 
preceding year’s rate) was the result of two opposing 
trends. On the one hand, almost all types of traditional 
exports posted declines in export value. The most 
striking example is that of banana exports (-23%), which 
continued their downslide of recent years. On the other 
hand, strong growth was observed among all non- 
traditional exports except lobster, whose export value 
fell, essentially because of a lower export volume. The 
standouts in this group included palm oil (78%), soap 
and detergent (29%), melons (22%) and shrimps (17%). 
Maquila exports surged by 15%, approaching the rates 
they had posted during the boom of the 1990s. 

The economic recovery generated an increase in 
merchandise imports (9.9%). The value of oil and fuel 
imports grew by about 25% as a result of international 
price hikes and increased consumption. The rise in 
construction materials prices also reflected more 
vigorous activity in this sector and higher international 
prices. Imports of consumer goods climbed by 5.8%; 
the fastest growth was in consumer durables imports. 
Capital goods imports slipped by 3.6% as a result of 
reduced purchases by the agricultural and transport 
sectors. Capital goods for industry, however, picked up 
by a robust 10%. 

The services trade deficit widened by US$ 10 
million; this meant that the worsening of the trade 
gap (including both merchandise and non-factor 
services) was due primarily to a deterioration in the 
merchandise trade component. The negative balance 
of trade in goods and services went from US$ 998 
million in 2002 to US$ 1.16 billion in 2003. Net 
current transfers increased by more than US$ 120 
million owing to an upsurge in family remittances; 
inflows under this balance-of-payments item are 
estimated to have grown by some 20% in 2003, to 
US$ 860 million (12.4% of GDP). 
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slightly (1.1%), while domestic demand showed little growth (0.5%). 


Although the higher fiscal revenue from oil afforded 
the authorities considerable leeway to increase public 
spending, particularly on investment (22.4%), total gross 
fixed capital formation shrank for the third year in a 
row (-0.4%), thus compromising the economy’s 
competitiveness gains. What growth there was in GDP 
was propelled by an increase in private consumption, 
which, in turn, was fuelled by credit. The maquila 
industry continued to shed jobs, albeit more slowly than 
it had in the preceding biennium, eliminating a total of 
230,000 jobs between 2000 and 2003. Informal activities 
expanded and workers continued to emigrate to other 
countries, with the result that family remittances grew 
by 35.2% to reach US$ 13.266 billion. This figure 
represented 96.6% of current transfers, or 2.1% of GDP, 
and was US$ 2.5 billion higher than the level of foreign 
direct investment (FDI) inflows, which were lower than 
at any point since 1996. 

The main financial indicators pointed to a relatively 
better and more stable situation, thanks to low inflation 


and low international interest rates. Weak demand for 
imports brought the deficit on the balance-of-payments 
current account down to 1.5% of GDP, its lowest level 
since 1996. Inflation (3.98%) was within the range expected 
by the Banco de México, and the public-sector deficit stood 
at 0.6% of GDP. The fiscal situation remained fragile, 
however, in view of the high cost of the liabilities assumed 
by the government and its dependence on oil revenues. 

The economy has shown signs of recovery in 2004 
despite risk factors in the external environment such as 
higher international interest rates, the negative impact 
of oil prices on the global economy and competition 
from Asian products, especially Chinese ones, in the 
United States market. GDP is expected to grow by about 
4% in 2004 in view of the acceleration of external and 
domestic demand in the first few months of the year; 
output growth in the first quarter was 3.7%, the highest 
rate posted since the last quarter of 2000. Inflation is 
likely to reach 4%, while the public-sector deficit will 
probably amount to 0.3% of GDP. 
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2. Economic policy 


In 2004 economic policy has continued to be guided by 
the objectives and principles applied since the 1994-1995 
crisis: fiscal discipline and monetary stringency in the 
context of a floating exchange rate. The core objective 
is once again to reduce inflation to levels similar to those 
posted in the United States and Canada, Mexico’s main 
trading partners. 


(a) Fiscal policy 


In 2004 fiscal policy has continued to be geared to 
meeting the established target (a deficit of 0.3% of GDP). 
In the first half of the year public revenues continued to 
benefit from the rapid growth of oil earnings, which 
accounted for about one third of the total. In the first 
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four months of the year public finances showed a surplus 
that was 18.9% higher in real terms than the one posted 
in the same period of 2003. This was due to the growth 
in oil revenue (12.3%) and in non-oil tax revenue (5.5%); 
particularly significant in this regard were VAT and 


_ income tax receipts, which rose by 8.5% and 5.8% in 


real terms, respectively, over their levels in the year- 
earlier period. Total public-sector spending grew by 
3.6% in real terms in relation to the 2003 figure. 

In 2003 the fiscal deficit target was achieved thanks 
to high oil prices, which boosted oil revenues by 24.6% 
in real terms. Non-oil revenues also expanded, by 4.3%. 
The overall rise in income amounted to 10.3% and total 
income was equivalent to 23.7% of GDP (1.3 points 
above the programmed amount). Tax collection was up 
by 5.4% in real terms owing to higher VAT receipts 
(11.4%). This was due to the boom in private 
consumption triggered by a change in the method of 
paying this tax as from March 2002, as well as efforts to 
tighten controls. Non-tax revenue, on the other hand, 
fell by 18.3%. 

The higher level of income made it possible to 
increase public spending (by 7.7% in real terms) without 
significantly affecting compliance with the fiscal target. 
The rise in spending not related to interest payments 
was due to substantial hikes in spending on current 
operations (11.9%) and on physical capital (16%), 
especially infrastructure. The upturn in current 
expenditure was influenced by increases in spending on 
personal services, pensions and operating expenses for 
basic services and by spending associated with the 
electoral process. 

The public sector’s financing needs, which 
encompass all of its activities, regardless of whether they 
are implemented by public or private entities, amounted 
to 2.7% of GDP, or 3.4% excluding non-recurrent 
revenues.! 

In view of low international interest rates, external 
liabilities (including Mexico’s remaining Brady bonds) 
were paid off ahead of time and new debt was incurred 
on better terms. According to the Ministry of Finance 
and Public Credit, in 2003 net public debt amounted to 
26% of GDP, which was 1.6 percentage points higher 
than the 2002 percentage. This was partly due to the 
peso’s depreciation against the dollar and the increase 
in domestic debt. 

Despite the increase in tax revenue, the low tax 
burden (11% of GDP) continues to be one of the 
economy’s key structural problems, and a 


1 Non-recurrent revenues consist of exceptional income such as profits of the Banco de México 
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comprehensive tax reform is required in order to solve 
it. The reform should raise tax revenues as a proportion 
of GDP, reduce their dependence on oil earnings and 
move towards the design of public budgets with 
medium- and long-term time frames. 

In October 2003 members of the federal executive 
and legislative branches, state governors and 
representatives of local legislatures and municipal 
councils gathered for a National Fiscal Convention. The 
aim was to forge a consensus among the three levels of 
government (federal, state and municipal) on fiscal 
reform, with a view to increasing tax collection, 
strengthening the fiscal autonomy of government 
entities, improving resource distribution and raising 
public investment. 

The debates in this forum, which concluded on 16 
August 2004, covered the issues of public spending, 
revenue, debt, public assets, modernization and 
streamlining of financial management, 
intergovernmental cooperation and coordination and 
fiscal transparency, supervision and accountability. The 
reform proposal agreed upon by the participants will be 
submitted to the Mexican Congress for consideration 
and adoption. 


(b) Monetary policy 


In 2004 the Banco de México has continued to 
implement a monetary policy geared to achieving 3% 
inflation by establishing a long-term inflation target (set 
at 3% starting in 2003) with a one-point fluctuation range 
around the target and by announcing monetary policy 
decisions on predetermined dates. 

The main monetary policy instrument is the so- 
called corto, which indirectly affects nominal interest 
rates. The corto involves the establishment of a daily 
target level for commercial banks’ current account 
balances at the Banco de México (since April 2003 the 
target has referred to daily balances instead of cumulative 
monthly balances). Its main function is to provide market 
signals, as its level is equivalent to a small fraction of 
the money market. 

In the first quarter of 2003 the Banco de México 
applied a tight monetary policy, but the economy’s 
listlessness paved the way for looser monetary 
management, which took the form of a downturn in 
interest rates for the rest of the year. In the first half of 
2004 the corto was raised three times: in February (from 
25 million to 29 million pesos per day), March (to 33 


or privatization proceeds. 
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_To the private sector 30.8 19.9. 21.8... 23:3. ene A7.B ie ATS AT Arap st 725 
Liquidity (M3) S74 35.0 36.3 38.0 40.1 40.1 44.0 466 484 
Money stock and local-currency 
deposits (M2) 33.6... 33.6. «. 35.0, .uG67iwias7ia sey A496) 945.017 mde 
Foreign-currency deposits So 1.3 ies leo 1.4 1.4 1-5 1.6 1.4. 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

@ Preliminary figures. © Based on figures in local currency at constant 1993 prices. ° Based on figures in local currency at 
current prices. ‘Includes errors andomissions. ® Refers to the capital and financial balance (including errors and omissions), 
minus net foreign direct investment. ‘A minus sign (-) denotes an increase in reserves. 9 Includes the use of IMF credit and 
loans and exceptional financing. " Annual average, weighted by the value of merchandise exports and imports. ' Refers to 
net investment income as a percentage of exports of goods and services as shown on the balance of payments. J Economically 
active population as a percentage of the working-age population; urban areas. k Unemployment and underemployment rates 
are percentages of the economically active population; urban areas. 'Weighted average for term deposits in commercial 
banks. ™Lending rate published by the International Monetary Fund. " Refers to (consolidated) net debt reported by the 
Banco de México. ° The monetary figures are annual averages. Refers to net credit extended to the public and private 
sectors by commercial banks and other financial and banking institutions. 


million) and April (to 37 million). These increases were Core inflation has remained practically constant for the 
in response to higher prices for goods and services such past 18 months. 

as meat, gasoline, urban transport and water The benchmark interest rate (on 28-day treasury bills 
contributions (all of which are classified as components (CETES)) fell from an annual average of 7.09% in 2002 
of non-core inflation)? and to expectations of inflation to 6.23% in 2003. The downward trend continued in 
generated by wage adjustments at the beginning of the January and February 2004, but the rate began to rise in 
year and the prospect of higher external interest rates. March owing to expectations of higher international rates. 


ae 
2 Non-core inflation comprises the subindex of goods and services with administered and negotiated prices, education services and agricultural 


products. 
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Table 2 : 
MEXICO: MAIN QUARTERLY INDICATORS 
: 20048 


Gross domestic product (variation from same 


quarter of preceding year) ° -2.4 1.9 
Merchandise exports, f.o.b. (millions of dollars) 36496 41551 
Merchandise imports, c.i.f. (millions of dollars) 38122 42978 
International reserves (millions of dollars) 42229 42723 
Real effective exchange rate (index: 2000=100)° 88.9 92.5 
Urban unemployment rate 2.8 2.6 
Consumer prices (12-month percentage variation) 47 4.9 


Average nominal exchange rate (new pesos per dollar) 9.12 9.45 


Average real wage (variation from same quarter 


of preceding year) 37 2.5 
Nominal interest rates (annualized percentages) 
Deposit rate4 6.5 5.8 
Lending rate® 8.3 TEV 
Interbank interest rate 8.5 aah 
Sovereign bond spread (basis points) 250.0 321.0 
Stock price index (in dollars, June 1997=100) 104.4 88.7 
Domestic credit (variation from same 
quarter of preceding year)! 2.3 6.4 
Non-performing loans as a percentage of total 5.0 5.0 
loans" 


1.6 1.9 2.5 0.1 0.6 2.0 3.7 


41434 41281 39108 40484 41451 43880 43295 
42925 44655 39189 41891 42972 46493 43718 i 
44981 46099 51096 52899 51418 56086 58406 58407 


96.6 97.9 1045 101.5 1043 108.1 105.9 110.0 
3.0 3.8 3.5 3.9 3.6 
4.0 4.0 4.2 4.4 


2.9 2.5 2.8 
4.9 5.7 5.6 4.3 
9.89 10.17 1082 10.45 10.73 11.19 11.00 11.39 


0.8 0.0 1.2 1.4 2.5 0.7 1.2 


6.1 6.4 6.9 5.4 3.9 4.3 4.5 5.0 
8.1 8.7 9.8 6.9 5.1 5:9 6.0 6.2 
1 8.4 OF, 6.7 5.1 7.0 5.9 6.6 


434.0 3240 2940 2290 209.0 190.0 179.0 213.0 


93.7 87.1 1105.8 “T1O:Ze W236 574148: AST I0S.3 


8.1 16.8 13.6 8.9 10.7 9.2 tA 11.29 
4.8 4.6 46 4.2 3.7 3.2 3.2 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

2 Preliminary figures. > Based on figures in local currency at constant 1993 prices. ~° Quarterly average, weighted by the value of merchandise 
exports andimports. 4Weighted average for 30-day deposits. | ®Average cost of 28-day loans for leading firms in the securities market. ‘ Refers 
to net credit extended to the public and private sectors by commercial banks and other financial and banking institutions. 9 Data for April. 


Refers to total credit extended by commercial banks. 


In real terms, the yield on one-month bank bills has been 
negative since mid-2001, while CETES began to record 
negative yields in the fourth quarter of 2003. Lending 
rates remained very high compared to international rates. 

In 2003 the monetary base expanded by 22.6% in 
real terms, while the money supply grew by 9.1%. The 
remonetization process has been proceeding, together 
with a lowering of interest rates and inflation, since the 
1995 crisis, when monetary balances fell (M1/GDP). 
Meanwhile, the growth of the broadest monetary 
aggregate (M4, which includes all private-sector 
financial savings) picked up, especially at the end of the 
year, when it reached 49% of GDP, the highest figure in 
three decades. There was an increase in the amount of 
resources raised through both public and private 
securities, which partly reflected the substitution of 
domestic for external debt in view of the lower cost of 
money on the local market. The balance of the 
Retirement Savings Fund expanded (albeit to a lesser 
degree than in the past) thanks to a rise in average 
pensionable remuneration, and currently represents 21% 
of M4. With regard to credit, bank financing for 
households and businesses rose by 4.5% in real terms; 


this increase essentially reflected rapid growth in 
consumer credit, which exceeded 40%, since housing 
loans expanded by only 1.2% and business loans fell by 
5%. In 2003 there was continued growth in credit from 
non-bank financial intermediaries, particularly in the 
mortgage sector, and in “own-brand” credit from retail 
commercial establishments and motor vehicle 
distributors. 


(c) Exchange-rate policy 


Since 1995 the country’s exchange-rate policy has 
been based on a floating currency regime intended to 
ensure that the exchange rate and the economy as a whole 
can adjust quickly to domestic and external shocks. 

Exchange-rate fluctuations intensified at various 
times during 2003, especially around the middle of the 
year. This reversed the process of real appreciation that 
the peso had experienced since 1996 (except in 1998). In 
the first quarter international geopolitical uncertainty 
caused the peso to depreciate, reaching almost 11 pesos 
to the dollar. This rate declined as uncertainty dissipated 
and Mexico paid down its sovereign bond debt. Volatility 
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retumed at the end of the year, however, triggering another 
depreciation that brought the exchange rate to 11.3 pesos 
to the dollar. In nominal terms, the exchange rate’s average 
level in December 2003 showed a 10.3% depreciation 
in comparison to the December 2002 average; in real 
terms, the depreciation amounted to 8.1%. 

The increase in oil revenues helped to boost 
international reserves, which reached a level of US$ 55 
billion in May and US$ 57.435 billion as of 31 December 
2003. To limit quasi-fiscal losses due to the carrying 
cost inherent in the build-up of reserves, the Banco de 
México decided to slow down the rate of accumulation 
by establishing a mechanism for selling dollars to the 
country’s credit institutions on a daily basis, for an 
amount equivalent to 50% of the net increase in reserves 
over the previous quarter. The operation began in May 
2003 with the sale of US$ 32 million per day; this amount 
was reduced to US$ 14 million in August and to US$ 6 
million in November. In February 2004 it rose to US$ 45 
million. 

However, the dramatic change, from one quarter to 
the next, in the amount of dollars sold per day generated 
considerable uncertainty, and the Banco de México 
therefore modified the mechanism in May 2004, fixing 
the level of dollar sales for four successive quarters. One 
fourth of the total amount to be sold was put on offer in 
the current quarter, and the rest was distributed equally 
among the following three quarters. In mid-April 
international reserves totalled US$ 58.305 billion, and 
the amount of dollars to be sold per day between May 
and July was set at US$ 22 million. 


+. 


5 The main variables 


(a) Economic activity 


Economic growth, after remaining at a virtual standstill 
in the second and third quarters of 2003, began to recover 
towards the end of the year and accelerated in the initial 
months of 2004 as exports rose, boosted by faster growth 
in the United States manufacturing sector. As in the previous 
three years, the main engine of growth was consumption, 
which was up by 2.9%; private consumption rose slightly 
faster (3%) than overall consumption. Gross fixed 
investment fell for the third straight year (-0.4%) —although 
the downturn was less severe than it had been in 2001 and 
2002—as a substantial improvement in public investment 
(22.4%) failed to compensate fully for a considerable 
decline in private investment (-5.7%). 
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In the first half of 2004 there were brief episodes of 
sharp volatility in the foreign-exchange market. Between 
January and June the peso depreciated by 5.2% in 
relation to its level in the year-earlier period and by 3.7% 
in relation to the annual average, in nominal terms; 
expectations of further increases in United States interest 
rates have exacerbated this volatility and raised the 
projected exchange rate. The dollar is expected to reach 
11.59 pesos by the end of the year. 


(d) Other policies 


After 16 months of talks, in March 2004 Mexico 
and Japan concluded their negotiations on an economic 
partnership agreement. This agreement covers market 
access, services, investment, government procurement, 
competition policy, dispute settlement and bilateral 
cooperation. Mexico will immediately eliminate duties 
on 44% of its industrial-sector tariff fractions, while 
Japan will eliminate duties on 91%. Mexico will also 
grant immediate duty-free access for a quantity of 
motor vehicles equivalent to 5% of the units sold 
nationwide, and steel not produced in the country will 
be liberalized. The agreement consolidates the 
preferences which Japan grants unilaterally to Mexico 
under the Generalized System of Preferences, and 
includes quotas for exports of pork, beef, chicken, 
orange juice and oranges that are much higher than 
current export levels. Both governments are expected 
to ratify the agreement by the end of 2004 so that it 
can enter into force in 2005. 


Despite the loss of formal-sector jobs and the low 
purchasing power afforded by informal-sector 
employment, private consumption was spurred by an 
increase in real remuneration in a number of sectors, 
lower interest rates, easier access to credit (both from 
commercial banks and from non-bank financial 
intermediaries and retail chains) and higher inflows of 
family remittances. Bank credit for private consumption 
posted real growth of 43.5% in 2003 and of 46.5% in 
the first four months of 2004 in relation to the year- 
earlier period. 

With regard to investment, there was significant 
growth in the construction component for the second 
year running (3.4%), driven by an increase in the 
number of construction works related to oil, 
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petrochemicals, electricity, transport and housing. 
Loans for housing started to revive in mid-2003, 
increasing by 11.9% after four years of decline. 
However, investment in construction was not dynamic 
enough to offset the persistent fall in machinery and 
equipment investment (-3.8%). In the first few months 
of 2004 this trend reversed itself as investment 
recovered (growing by 4.7% in the first four months), 
with investment in machinery and equipment 
increasing by 4.1% and investment in construction, 
by 5.2%. Meanwhile, public-sector investment, 
buoyed by higher oil revenues, continued to focus on 
strengthening the country’s energy, communications, 
transport, drinking water, sewage and health 
infrastructure. 

In 2003 manufacturing posted a third straight year 
of decline (-2%), owing in particular to weak United 
States demand for maquila exports, which account for 
47% of all merchandise exports. The drop was 
considerable in textiles, clothing and leather (-8.9%), 
printing and publishing (-1.7%) and metal products, 
machinery and equipment (-5.9%). In the first quarter 
of 2004, however, manufacturing was already up by 
2.8%, although performance is still highly uneven across 
different sectors. 

In the first quarter of 2004 mining, including oil 
extraction, grew by 6.4%. At the same time, construction 
expanded by 4.9% and electricity, gas and water, by 
1.4%, with the result that the industrial sector as a whole 
experienced growth of 3.2%, as against 1.9% in the first 
quarter of 2003. 

Automobile production also contracted for a third 
consecutive year in 2003 (-12.7%), and the downturn 
continued between January and May 2004 (-8.4%). 
Financing plans and incentives for car purchases 
helped to boost domestic sales by 0.3% in 2003; 
sales of imported units, however, were up by 10%, 
while sales of domestically produced units 
plummeted (-11.9%). In 2004 the upward trend in 
domestic sales continued (with 11.1% growth between 
January and May), while vehicle production for 
export dropped by 10.4%. 

The number of maquila plants continued to dwindle. 
Ai the close of the year there were 2,802 such units (933 
fewer than the peak number reached in June 2001). The 
trend seems to have been changing very gradually since 
October 2003, closely reflecting the knock-on effect of 
growth in the United States. 

In 2003 the agricultural sector expanded by 3.9%, 
boosted by abundant rainfall in September, which 
increased per-hectare yields, and by an upturn in poultry 
and beef production. The trend continued in the first 
quarter of 2004, with growth of 4.7%. 
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Basic services were up by 3.1% in 2003 (and by 
8.5% between January and March 2004) owing to the 
expansion of transport and communications (3.3%), 
which reflected higher demand for cellular telephone 
and satellite services and for rail, maritime and road 
transport services. Financial services, insurance and real 
estate increased by 4.3%; community, social and 
personal services, by 0.5%, and commerce, restaurants 
and hotels, by 1.3%. 


(b) Prices, wages and employment 


In view of low international inflation, moderate 
domestic demand and the absence of significant supply 
shocks since the second quarter of 2003, inflation stood 
at 3.98%. Non-core inflation, however, began to rise in 
the initial months of 2004 and triggered an increase in 
the overall level of prices, which in May was 1.46% 
higher than the value posted in December 2003, while 
the level in the period January-May 2004 was 4.29% 
higher than the level in the year-earlier period. Thus, 
inflation overshot the Banco de México’s annual target 
of 3%. 

Firms continued to adjust their output throughout 
2003 in response to the slack demand seen since 2001, 
and accordingly downsized their workforce. According 
to data from the Mexican Social Security Institute 
(IMSS), manufacturing employment fell by 4.1% and 
agricultural employment, by 3.6%. Sectors catering to 
the domestic market continued to generate jobs; 
employment increased by 2.4% in construction and by 
1% in commerce. 

The average open unemployment rate rose from 
2.7% in 2002 to 3.3% in 2003. In the first four months 
of 2004 this rate was 3.8%, which exceeded by one 
percentage point the rate posted in the same period of 
2003. The average number of workers insured with 
IMSS fell by 0.5%, to a total of 12,380,000. 
Employment in maquila activity continued to decline; 
maquila jobs have dwindled by about 30% over the 
past three years, although a modest recovery began to 
emerge in the first four months of 2004, when 
employment in the maquila export industry grew by 
0.5%. Meanwhile, the informal economy expanded 
further. This sector generates an estimated 12% of total 
GDP and employs over 20 million people, or about half 
the economically active population. 

In 2003 real wages in the maquila export industry 
did not change in relation to their 2002 levels. In 
manufacturing and commerce, however, real wages rose 
by 1.4% and 2.7%, respectively. Labour productivity in 
the maquila sector went down (-0.1%) owing to the more 
pronounced economic slowdown in the second and third 


by 28.9%; remittances were up by 35%. 
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The negative merchandise trade balance shrank to 
US$ 5.69 billion in 2003. The value of oil exports 
increased, as the average per-barrel price (US$ 24.79) 
was US$ 3.21 higher than its 2002 level. The total value 
of external merchandise sales thus amounted to 


‘US$ 164.86 billion, which was just 2.5% higher than 


the 2002 figure and remained below the peak reached 
in 2000. The behaviour of non-oil exports reflected 
increases in sales of agricultural products (20.6%), led 
by sales of tomatoes, melons, watermelons, other fresh 
fruits and livestock, and in mining sales (32.8%). These 
upturns helped to offset the fall in the export value of 
manufactures (-0.4%), which account for 86.5% of total 
external sales and thus determine overall export 
performance. Manufactures exports have been hurt by 
slow productivity growth and a loss of international 
competitiveness as a result of persistent declines in 
investment in machinery and equipment and physical 
infrastructure. In the United States market, these exports 
also face growing competition from various Asian 
producers, especially China. As for the country’s imports 
in 2003, 76% were intermediate goods, 12% were capital 
goods (whose value went down for the third year in a 
row) and the remaining 13% were consumer goods. 
Some 35% of Mexico’s total imports were purchased 
by maquila firms. 
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of such transactions. A further upturn has been 
observed in 2004, as remittances amounted to US$ 
6.326 billion in the first five months of the year, which 
is 25.8% higher than the figure for the same period of 
2003. For 2004 as a whole, remittances should reach 
the US$ 15 billion mark. 

The balance-of-payments financial account showed 
a surplus of US$ 17.683 billion in 2003, which was 
21.7% smaller than the 2002 surplus. This outcome 
reflected a lower level of FDI (-27%) and efforts by both 
commercial banks and the public sector to pay down 
the external debt. 

Most FDI in 2003 went to the manufacturing 
industry (47%), followed by financial services (19%), 
commerce (9%) and transport and communications 
(5.5%). The United States continued to be the primary 
source of such investment. In the first quarter of 2004 
Mexico received US$ 7.425 billion in FDI, equivalent 
to 69% of the total received in 2003, as the BBVA 
bank acquired 40% of the remaining shares in 
Bancomer; this operation alone represented an inflow 
of US$ 4.2 billion. Excluding that amount, FDI was 
21.6% higher in the first quarter of 2004 than in the 
year-earlier period, and is expected to total US$ 15 
billion for the year as a whole. 
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signs of recovery in 2003. At the same time, the authoritie: 


macroeconomic stability. Real GDP grew by 2.3%, boosted by an upturn in exports andan 


expansion in domestic demand engendered by higher consumption and government investment. 


Af pend However, as this revival was quite modest, there was a further decline in per capita GDP 


(-0.3%). Moreover, despite a deterioration in the terms of trade, per capita national income 


_ increased for the second year in a row (0.5%) thanks to an increase in current transfers, 


especially family remittances. 


Economic policy design was consistent with the 
financial support programme signed in December 2002 
with the International Monetary Fund (IMF). The 
substantial expansion in public expenditure helped to 
spur the economy, but also caused a slight deterioration 
in the fiscal accounts, though without compromising 
the fulfilment of monetary policy targets. Inflation was 
moderate (6.6%) and the devaluation rate was 
maintained (6%), leading to a depreciation in the real 
exchange rate. Bank deposits grew significantly, as did 
credit levels. Real interest rates went down 
considerably. 

In the external sector, the balance-of-payments 
current account deficit narrowed slightly. This, together 
with higher capital inflows, helped to boost international 


reserves; however, by the end of the year net international 
reserves stood at just US$ 288.8 million, equivalent to 
only 1.7 months’ worth of merchandise imports. The 
country’s fulfilment of its IMF commitments enabled it 
to reach the completion point under the Heavily Indebted 
Poor Countries (HIPC) Initiative. This means that 80% 
of the balance of its external public debt, estimated at 
some US$ 6.6 billion, will be cancelled. 

The government forecasts that in 2004 real GDP 
growth will rise to 3.6% and inflation will fall to 5%. In 
addition, it plans to reduce the devaluation rate to 5%. 
The fiscal adjustment process should help to improve 
the situation of public finances, while the balance-of- 
payments current account deficit is expected to decline 
to 18.5% of GDP. 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
4 December-December variation. 
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2. Economic policy 


In 2004 economic policy will continue to be shaped by 
the performance criteria laid down in the three-year IMF 
agreement. The general objectives of the programme are 
to promote economic growth and alleviate poverty in a 
context of low inflation and fiscal sustainability. The 
proposed strategy involves combining a lower fiscal 
deficit with higher and more efficient social spending 
geared to poverty reduction. Monetary policy will seek 
to keep prices stable, improve the central bank’s financial 
position and build up international reserves. 


(a) Fiscal policy 


As in previous years, the outcome of Nicaragua’s 
fiscal policy will be a key determinant of its 
macroeconomic performance. According to projections 
for 2004, the central government will reduce its financial 
deficit (not including grants) to 3.7% of GDP, but without 
sacrificing public investment or the poverty reduction 
strategy. It will achieve this mainly through higher tax 
receipts generated by the reforms implemented in 2002 
and 2003, a reduction in external public debt servicing 
and an increase in international assistance in the form of 
grants and soft loans. Thus, the management of public 
finances will facilitate the fulfilment of monetary policy 
targets, especially through the reduction of net credit to 
the central government. 

In order to achieve the fiscal targets and strengthen 
the poverty reduction strategy, in February 2003 the 
National Assembly adopted reforms to the Tax Base 
Expansion Act. In addition, at the end of April it adopted 
two more reforms, one relating to the tax system and the 
other to the general budget for 2003. The tax reform seeks 
to improve the tax system and provides tax incentives to 
promote exports. The budget provides for higher 
allocations to various social sectors and a significant 
increase in infrastructure investment. 

The central government’s current revenues expanded 
by 18.5% and the tax burden rose to 15.8% of GDP, 
from 14.3% in 2002. In addition, grants increased to 4.5% 
of GDP. Consequently, total revenue rose from 19.6% 
of GDP in 2002 to 21.1% in 2003. The fastest-growing 
revenue items were income tax and customs duties, which 
were up by 51.9% and 13.5%, respectively. General sales 
tax receipts increased by 7%, following the decline 
observed in 2002 (-1.8%). 

Total expenditure rose from 20.9% to 23.1 % of GDP, 
reflecting a substantial increase in capital expenditure 
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(35.6%), as well as a rise in current expenditure (13.4%) 
that was due essentially to a significant upturn in interest 
payments (38.2%) related to external debt servicing and 
the cost of bank bailouts following the 2000-2001 crisis. 
Consequently, the fiscal deficit widened from 5.8% of 
GDP in 2002 to 6.8% in 2003. This deterioration is less 
severe (from 1.3% to 2% of GDP) if grants are taken 
into account. It should be pointed out that the government 
transferred the equivalent of 1.6% of GDP to the central 
bank. However, external financing almost doubled. 


(b) Monetary policy 


In 2004 monetary policy will continue to be directed 
towards controlling the money supply in order to shore 
up the weak international reserve position and keep prices 
stable. The target in terms of the central bank’s 
international reserves is to maintain a level equivalent 
to twice the monetary base. As in 2003, a prudent fiscal 
policy and access to external financial resources to 
support the balance of payments will be used to keep the 
goal of price stability (made easier to achieve by the 
lower devaluation rate) consistent with the central bank’s 
domestic debt reduction policy. The liquidity expansions 
resulting from quasi-fiscal losses and the net redemption 
of securities will be sterilized through government debt 
payments to the central bank. 

The tighter fiscal policy in 2003 was designed in 
conjunction with a looser monetary policy. The main aims 
were to ensure that international reserves remained at a 
level conducive to the maintenance of exchange-rate 
stability as an anchor against inflation and to reduce 
domestic debt with a view to increasing liquidity in the 
banking sector, thus narrowing interest-rate spreads. At 
the same time, the authorities began the process of 
recovering the assets of commercial banks that had been 
liquidated in previous years. 

In the first half of the year the reserve requirement 
was maintained at 19.25%, of which three percentage 
points bore interest. The central bank decided to 
gradually reduce the interest-bearing portion starting in 
July, so that in December the reserve requirement stood 
at 16.25%. In the second half of the year the central bank 
took steps to sell off the assets of banks that had been 
taken over and to restructure and reduce the domestic 
debt. Public auctions were held to sell off the movable 
and immovable property and the loan portfolios of the 
banks being liquidated. In addition, a major portion of 
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Table 1 
NICARAGUA: MAIN ECONOMIC INDICATORS 
1995 1996 1997 1998 1999 2000 2001 2002 2003 # 
ath latte SE ae EN oe Oey eS ee 
Annual growth rates ° 
Gross domestic product 5.9 6.3 4.0 Seif 7.0 4.2 ae > - pa 
Per capita gross domestic product 2.9 3.4 tal 0.9 4.2 1.4 : : : 
Gross domestic product, by sector 
Agriculture, livestock, hunting, 
forestry and fishing 8.7 9.4 -0.6 -0.4 6.5 12.6 aa q22 Wy 
Mining 25.6 22.6 16.1 36.2 19.1 -14.9 4.8 Bal 3: 
Manufacturing 6.6 7.6 7.6 -0.3 5:0 6.0 6.6 1.6 Ps i 
Electricity, gas and water 1.9 3.8 4.9 11.0 0.1 -0.2 0.1 2.4 : 
Construction 8.7 -1.4 -8.6 -1.4 39.1 0.3 0.2 -12.5 3.9 
Wholesale and retail commerce, Bé 
restaurants and hotels 4.8 8.1 5.6 ee 10.3 4.0 3.9 2.3 : 
Transport, storage and communications 7.2 9.0 3.9 6.5 9.2 2.0 0.4 4.4 3.8 
Financial institutions, insurance, real 
estate and business services 6.1 44 6.3 8.4 7.6 3.9 1.6 4.8 3.9 
Community, social and personal services 2.2 -0.5 3.8 2.6 4.7 -2.6 0.5 1.0 dat 
Gross domestic product, by type 
of expenditure 
Consumption 4.3 3.4 SET 4.7 4.5 3.8 2.4 1.4 3.8 
General government LATE 1.8 -4.1 4.4 8.2 cnr -4.5 -20.7 3.8 
Private 3.9 3.6 4.6 4.7 4.1 3.8 Sie. Sak 3.8 
Gross domestic investment 14.1 Zilko 23.6 4.3 31.2 -13.1 -6.0 4.8 -5.8 
Exports (goods and services) Zon 16.2 14.4 5.8 12.3 1225 10.8 -6.1 8.1 
Imports (goods and services) 14.1 12.9 22.1 7.2 20.7 -5.3 0.1 -0.3 3.2 
Percentages of GDP 
Investment and saving © 
Gross domestic investment 20.4 22.0 25.8 312 31.0 39.6 33.4 31.0 30.3 
National saving -9.3 -9.0 -5.5 4.0 -3.1 13.3 Tier 8.0 8.8 
External saving 29.6 31.0 313 PAT 34.1 26.3 26.1 23.0 21.5 


Millions of dollars 
Balance of payments 


Current account balance -787 -883 -928 -819 -1090 -925 -932 -870 -860 
Merchandise trade balance -412 -574 -790 -Sl7- --1-146 © =t' 003 -897 -936 -972 
Exports, f.o.b. 471 470 582 580 552 650 723 681 748 
Imports, f.o.b. 882 1 044 ten 1 397 1 698 1653 1 620 1618 1720 
Services trade balance -78 -80 -24 -17 -48 -40 -130 -109 -123 
Income balance -372 -324 -265 -185 -197 -202 -240 -200 -203 
Net current transfers 75 95 150 200 300 320 336 S7/ 439 
Capital and financial balance 4 -177 1385 635 417 695 469 665 660 638 
Net foreign direct investment 89 120 203 218 337 267 150 660 638 
Financial capital © -266 15 432 199 358 202 515 204 201 
Overall balance -964 -748 -293 -402 -395 -456 -266 -210 -221 
Variation in reserve assets ! 11 -53 -173 30 -157 17 114 -71 -50 
Other financing 9 953 801 466 372 552 439 153 281 271 


Other external-sector indicators 
Real effective exchange rate 


(index: 2000=100) * 95.8 98.1 102.1 102.7 103.1 100.0 101.4 104.8 108.7 

Terms of trade for goods 

(index 1997=100) 119.3 105.0 100.0 104.2 96.7 92.2 84.5 83.2 80.4 

Net resource transfer (% of GDP) W257, 18.4 24.7 16.9 28.1 17.9 14.3 18.5 17.1 

Gross external public debt 

(millions of dollars) 10 248 6 094 6 001 6 287 6 549 6 660 6 374 6 363 6 596 

Gross external public debt 

(% of GDP) 321.8 183.5 177.4 176.0 175.0 168.6 157.8 158.8 159.5 

Net profits and interest 

(% of exports) | -60.7 -50.4 -33.2 -22.3 -23.4 -21.2 -25.4 -22.1 -20.4 
Employment 

Labour force participation rate } 46.8 48.9 - ee ~ "hc 57.5 


Open unemployment rate « 16.9 16.0 14.3 13.2 10.7 9.8 10.5 11.6 10.2 
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Table 1 (concluded) 


1995 


2002 


1996 1997 1998 1999 2000 2001 2003 
Brines Average annual rates 

ca in consumer prices 
December-December) 10.9 12.4 7.3 

pecan in nominal exchange rate he ie sie me a a 

ecember-December) 12.0 ian 12.0 12.0 1 

Variation in average real wage 1.8 “2:1 -0.2 7.4 4 ; : : : : : : 

Nominal deposit rate ! 7 11.6 78 56 

Nominal lending rate ™ cs ; 186 18.4 155 

F ‘ Percentages of GDP 
Non-financial public sector 
Current income 18.2 18.5 20.1 22.1 20.6 19.4 
; : . F Q ; 19.0 19.8 211 

Current expenditure 14.6 Spr! 15.6 16.3 155 16.6 18.7 aWETA 18.2 

Current balance 3.7 3.1 4.5 5.8 crea 2.8 0.3 2.2 2.9 

Net capital expenditure 10.3 11.6 shri 5 12.5 Vale 10.5 8.0 9.6 

Primary balance 1.0 -0.8 2.4 3.7 -0.3 -2.3 -3.9 ul 2.3 

Overall balance -1.5 -2.9 -1.0 0.4 -2.2 -4.5 -6.3 -0.8 -1.4 

Public debt 33172 198.2 205.4 201.0 196.2 196.0 198.3 207.6 
Domestic 9.4 14.6 28.0 25.1 21.3 27.4 40.5 48.8 ae 
External 321.8 183.5 177.4 176.0 175.0 168.6 157.8 158.8 159.5 

Interest payments 

(% of current income) 13-3 11.1 17.0 14.7 9.5 hs 12.6 14.8 17.8 

Money and credit " 

Domestic credit ° 18.9 AR 21.6 24.0 29.0 32.9 27.3 23:5 24.0 
To the public sector 0.2 0.5 2.8 1:5 1.8 2.8 (a5) 3.6 3.7 
To the private sector 18.7 16.7 18.8 22.5 26-3 30.1 24.8 19.9 20.3 

Liquidity (M3) 20.3 24.2 Shes: 36.7 39.5 39.4 38.9 42.7 43.4 
Money stock and local-currency 
deposits (M2) 10.9 Wiss) 13.4 14.4 TS 0) 14.6 13.8 14.1 14.5 
Foreign-currency deposits 9.4 12.8 18.1 22.3 24.5 24.8 20s 28.6 28.8 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


@ Preliminary figures. 
current prices. 4 Includes errors and omissions. 
minus net foreign direct investment. 
loans and exceptional financing. 


of the economically active population, nationwide total. 
currency. 
are annual averages. 

and banking institutions. 


bank debt was renegotiated through the issuance of 
standardized financial instruments. Thus, the interest rate 
was lowered and the repayment schedule was extended 
to 10 years. This renegotiation should facilitate the 
management of monetary and fiscal policy in the coming 
years; enable the authorities to introduce more flexibility 
into the fiscal programme for the benefit of the production 
sector and social programmes; and foster the 
development of a secondary market for public securities. 

The national financial system was healthier, as 
shown by a number of positive developments. On the 
one hand, total deposits grew considerably, as did bank 
assets and “equity. On the other, the level of credit 
increased, real interest rates went down and the number 


5 Based on figures in local currency at constant 1994 prices. 
© Refers to the capital and financial balance (including errors and omissions), 
A minus sign (-) denotes an increase in reserves. 
4 Annual average, weighted by the value of merchandise exports and imports. 
net investment income as a percentage of exports of goods and services as shown on the balance of payments. 
active population as a percentage of the working-age population, nationwide total. 
' Monthly average of the weekly rate on one-month deposits in local 
™ Monthly average of the system-wide weekly rate on short-term loans in local currency. 
° Refers to net credit extended to the public and private sectors by commercial banks and other financial 


° Based on figures in local currency at 


3 Includes the use of IMF credit and 

' Refers to 
) Economically 
k Unemployed population as a percentage 


"The monetary figures 


of non-performing loans declined. The structure of the 
loan portfolio reveals brisk growth in credit for housing, 
consumption and trade, as well as an upsurge in credit 
for industry and agriculture. 


(c) Exchange-rate policy 


In 2004 the authorities will continue to implement 
daily mini-devaluations of the local currency under the 
crawling-peg system. However, the central bank decided 
to reduce the devaluation rate from 6% to 5% on the 
grounds that slower annual devaluation will help to 
reduce inflation, given the economy’s high degree of 
dollarization and the increasing tendency to index prices 


Rs oo 
> 19.04 14, Me 44951457 ‘ 14.78 1499 — 
> 7 


.& : 
5 “eet oe 
its 4 ca = 


tay, 
a ale 26 e 

a 

re a eS A ee ghee ieee 

196) 10.4382. 17.8. (7.9 364 14.5 

a pisk  oeea  e 2.25 
Bonieei. cream m 


(variation from same Guatierof precédinaneiit ” -2.7 479 Sse eed AS 18.1 13:99 


Non-performing loans as a percentage of total loans f 3.8 4.0 3.9 3.4 35 3.9 3.3 


a 


8 Boininaly ie 
deposits. 4 Weighted average rate on short-term loans. 
and other financial and banking institutions. 


to the nominal exchange rate. Moreover, as a debtor 
institution, the central bank also stands to benefit from 
this measure, since a slower devaluation rate should 
reduce the cost of maintaining the value of monetary 
stabilization bonds. In 2003 the real effective exchange 
rate against the United States dollar showed a further 
depreciation (3.1%). 


(d) Other policies 


In the area of structural reform, the most 
significant developments in 2004 include the draft law 
on fiscal responsibility and the launching of a pension 
system based on private pension fund managers 
(AFPs). The main objectives of the fiscal 
responsibility legislation are to set limits on both the 


i: ce pyeraga. weighted by the value of merchendiae ences and iret ~ © Weighted average ge on 30-day 
° Refers to net credit extended to the public and private sectors by commercial banks 
f Refers to total credit extended by the banking system. 


—w > 


level of the deficit and the extent of public-sector 
borrowing, to design a multi-year budget system and 
to set up a stabilization fund that will help to reduce 
the procyclical bias of fiscal policy. 

The trade liberalization process begun in the mid- 
1990s was continued in 2003. Nicaragua, along with the 
other Central American countries, concluded its free-trade 
negotiations with the United States. In this context, in 
February the authorities decided to abolish the 35% tariff 
on imports from Honduras. Nicaragua had imposed this 
tariff in 1999 in retaliation for Honduras’s ratification of 
a maritime border treaty with Colombia, which Nicaragua 
felt was against its national interests. In addition, in order 
to advance towards the formation of a Central American 
customs union, further efforts were made to harmonize 
tariffs and standardize customs procedures. 
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3. The main variables 


(a) Economic activity 


The Nicaraguan economy showed signs of a mild 
recovery in 2003, after having slowed down considerably 
for three straight years. Real GDP growth (2.3%) was 
based on both an upturn in exports and an expansion of 
domestic demand as a result of higher consumption and 
a surge in public investment. 

Exports displayed buoyant growth (8.1%), while 
domestic demand strengthened slightly (1.4%). The rise 
in public consumption (2.8%) after a two-year slide was 
due to an increase in current expenditure on goods and 
services and an upturn in employment in many 
government institutions. The expansion of private 
consumption (3.9%) was stimulated mainly by an 
increase in family remittances, higher real wages and 
the freer availability of consumer and housing loans. 
Despite a considerable upswing in public investment in 
infrastructure works (10.3%), capital formation 
contracted owing to a reduction in private investment 
spending (-3.6%), which was affected by the 
macroeconomic adjustment process, a rise in the prices 
of some raw materials and intermediate goods and the 
climate of political uncertainty. 

On the supply side, GDP growth largely reflected 
both a recovery in agricultural output (3.2%) and higher 
value added in construction (3.9%) and manufacturing 
(2.1%), especially in the free-trade zones. In addition to 
a modest increase in export-oriented agricultural 
production, there was an expansion in the output of basic 
grains thanks to technical assistance programmes. 
Services as a whole, which generated 48.6% of GDP, 
expanded at a rate similar to the one recorded in 2002. 
The most vibrant sectors were financial services, 
telecommunications and commerce. 

The monthly index of economic activity was still on 
the rise in March 2004, accumulating growth of 4.8%, which 
was more than twice the rate recorded in the same period of 
2003. This was due mainly to the buoyancy of activities in 
agriculture, industry, mining, commerce and transport and 
communications, which, as a whole, contributed 2.9 
percentage points to the annual average increase in the index. 


(b) Prices, wages and employment 


At 6.6%, year-on-year inflation in 2003 was in line 
with the established target, even though it was more than 
two percentage points higher than its 2002 level. This 
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acceleration reflected short-term factors such as a rise 
in fuel and transport prices, public utility rate adjustments 
and the effects of a tax reform on production costs, and 
was not indicative of any deterioration in monetary 
conditions or any increase in domestic spending. 

The surge in inflation observed in the first four 
months of 2004 brought cumulative inflation in that 
period (4.2%) to its highest level in the past five years. 
Inflation continues to be driven mainly by the rise in the 
international prices of key raw materials, especially 
petroleum. Consequently, inflation is expected to be 
higher in 2004 than in 2003. 

Nicaragua’s economic recovery in 2003 had a 
favourable effect on average real wages and employment. 
However, economic growth fell short of the rate needed, 
over the long term, to bring down the high level of 
unemployment and to improve the precarious situation in 
which much of the population now lives. An increase in 
the minimum wage, public-sector pay adjustments and 
higher wages in certain sectors resulted in an improvement 
in the average real wage (2.6%). At the same time, open 
unemployment declined from 11.6% to 10.2%. 


(c) The external sector 


The upturn in.economic activity was accompanied 
by a slight decrease in the external imbalance. The 
balance-of-payments current account deficit narrowed 
from 21.7% of GDP in 2002 to 20.8% in 2003. This 
reflected a considerable increase in current transfers 
(16.5%), especially family remittances, since the trade 
deficit (26.5% of GDP) and the negative factor services 
balance increased slightly. Current transfers were 
equivalent to 10.6% of GDP and to 33.8% of the trade 
and income deficit. Official and private capital inflows, 
together with disbursements for balance-of-payments 
support, were sufficient to finance the current account 
deficit. Moreover, this led to a build-up of net 
international reserves that improved the foreign- 
exchange backing of the monetary base. 

The merchandise trade deficit continued to be very 
high (23.5% of GDP). Exports, including those of firms 
in the free-trade zones, grew by 9.8%, while imports 
increased by 6.3%. 

Merchandise exports (f.0.b.), which amounted to 
US$ 748.2 million, or 18.1% of GDP, expanded primarily 
because of an increase in external sales of non-traditional 
agricultural and manufactured products (15.5%). The 


resulted i in the dre Baeinw ‘inventories. Exports of 
meat and livestock to El Salvador, Mexico and the 
United States also contributed to the tas 
sales of traditional products. é 
Merchandise imports (c.i.f.) were also up, atUS$ 1.887 per tosis a ame ae in purchases of petroleum 
billion (45.6% of GDP), thanks to an increase in — and esi perme we ig Ca 
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a recovery in the Panay economy in 2003, boostiig gross Rito: Bee (DP) > 7 
4.1%. In addition to the increase in domestic demand, there was a gradual improvement in the 


j ae . 
external environment that became more pronounced in the first half of 2004. The upturn 


helped to ease the unemployment rate slightly, in a context of macroeconomic stability. 


Inflation remained low (1.7%), in keeping with traditional patterns, and the non-financial 


public-sector deficit stayed at the preceding year’s level (1.9%). The external deficit widened 


to 3.2% of GDP, owing to a larger outflow of profits and bank dividends. 


The local economy, which in 2003 was already emerging 
from the downswing phase of the business cycle of the 
previous three years, was further boosted by a policy of 
reactivation through public investments and tax 
incentives. The definition of the fiscal policy framework, 
which was supported by three laws passed in 2002, 
dispelled uncertainty and clarified the rules of the game. 
The expansion of employment and increases in both the 
minimum wage and civil-service remuneration also 
fuelled domestic demand. Although operations in the 
Colén Free Zone continued to decline, a slight recovery 
in other international service sectors helped to revive 
the economy. Foreign direct investment grew, and ports 
and tourism had a good year, owing in part to the 


2. Economic policy 


In 2004 the outgoing administration maintained the 
economic policy approach it had applied the preceding 
year, the main features of which were an expansionary 


celebration of special events such as the Centenary of 
the Republic. 

GDP growth of around 5% is forecast for 2004 
as a whole, given that economic growth had already 
reached 6.7% in the first quarter. The international 
environment has continued to improve and various 
public and private investment projects are still being 
implemented. Inflation is set to remain low, while the 
fiscal deficit should come in at about 2% of GDP. 
The presidential and parliamentary elections held in 
May dominated the local agenda in the first half-year, 
and their results gave the new administration ample 
room for manoeuvre, thereby improving the economic 
outlook. 


fiscal policy, the negotiation of free trade agreements 
and active public debt management. The new 
administration’s objectives are to achieve sustained 


Rarities Belen crrteasti 


Percentages of GDP 


1995 1996 1997 1998 1999 2000 2001 2002 2003 


@ Current account balance 
Trade balance (goods and services) 
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NON-FINANCIAL PUBLIC SECTOR 


1996 1997 1998 1999 2000 2001» 2002 


@ Primary balance 
Overall balance 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


3 December-December variation. 


economic growth with a view to reducing the high rate 
of unemployment; consolidate public finances and 
modernize the State; encourage competition and private- 
sector development; and modernize basic infrastructure. 


(a) Fiscal policy 


The government set a fiscal deficit target of under 
2% of GDP for 2004, but tax and non-tax revenues came 
in 6.8% and 31.7% lower than budgeted, respectively, 
in the first four months of the year. To avoid putting the 
achievement of the fiscal target at risk, the outgoing 


authorities had to resort to expenditure cuts in the first 
half of the year. 

The central government boosted domestic demand 
in 2003 by increasing public expenditure, while taking 
care to avoid a deterioration in its debt position. To that 
end, it sold assets in the reverted areas and used resources 
from the Development Trust Fund (an institution that 
finances public projects), together with profits earned 
in public debt buy-back operations. In addition, workers 
earning less than US$ 800 per month were exempted 
from income tax. Lastly, a third set of measures was 
adopted to create temporary incentives aimed at 
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increasing private investment; a two-year (2003-2004) 
property tax exemption was granted and incentives for 
the construction of housing units under US$ 62,500 were 
extended. This stimulated growth of almost 30% in the 
construction sector. 

The central government posted a deficit of 3.4% of 
GDP, following a 2% shortfall in 2002. Revenue in 
general shrank by 2% in real terms, although tax 
revenues rose by 5.8% owing to a 10.4% increase in 
receipts from indirect taxes. All this reflected the tax 
reform introduced in 2002, the most important aspect 
of which involved extending the transfer tax (equivalent 
to value added tax) to non-basic services. However, this 
increase was more than offset by a decrease in non-tax 
and capital income. 

Total expenditure, meanwhile, grew by 6.4% in real 
terms. Specifically, current expenditure rose by 4% 
owing to larger interest payments (8.6%); domestic 
interest increased by 34% in response to a change in the 
government’s approach to domestic debt. The wage bill 
went up by 3.2%, following the trend of previous years. 
Capital expenditure was the most dynamic spending 
category (up by 20%), reflecting infrastructure projects. 
Various public works will continue to be executed in 
2004, including a second bridge across the Panama Canal 
and the extension of the Inter-American Highway; the 
Canal Authority also has a variety of investment plans. 

The non-financial public sector as a whole posted a 
deficit equivalent to 1.9% of GDP, which was slightly 
lower than the 2002 deficit. Both income and 
expenditure were down slightly in real terms. While the 
Panama Canal Authority earned higher revenues and 
public enterprises ran bigger surpluses, the Social 
Security Fund saw a further downturn in its situation, as 
it recorded an operating deficit of US$ 67 million, which 
exceeded the 2002 imbalance by US$ 48 million. 

The government continued to take an active 
approach to public debt management. It resorted to 
international capital markets only once in 2003, with a 
US$ 275-million global bond issue that matures in 2027. 
It also contracted loans with multilateral and private 
entities for US$ 146 million, and took advantage of 
opportunities offered by the international market to 
launch Brady bond buy-back operations for a total of 
US$ 123 million. Of the funds thus raised, US$ 474.5 
million was earmarked for the payment of interest and 
commissions and US$ 287.9 million, for principal 
payments. 

The domestic capital market continued to strengthen 
in 2003. Treasury bills, which are short-term 
instruments, were reduced by 10%, while medium-term 
treasury notes tripled, from US$ 159 million to US$ 500 
million. Domestic debt outstanding was equivalent to 
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16.7% of GDP, while external debt amounted to 50.5% 
(US$ 6.503 billion). As a result, the total public debt, at 
67.2% of GDP, was two and a half percentage points 
lower than it had been in 2002. 

In the first quarter of 2004 Panama floated a new 
global bond issue totalling US$ 250 million and 
maturing in 2034, the longest-term instrument that the 
country has issued since its readmission to international 
markets in 1997. It also bought back US$ 407 million 
in Brady bonds by making a new issue of the 2023 global 
bond for US$ 326 million; this operation reduced the 
external debt by US$ 57 million. In January 2004 the 
government issued a new five-year treasury note, which 
will be sold through monthly auctions until a level of 
US$ 300 million is attained. 


(b) The International Banking Centre and credit 
policy 


In 2003 the restructuring of the International 
Banking Centre continued through mergers and 
acquisitions in a less hostile environment than in 2002. 
The Centre’s total assets shrank by 2.4%, compared to 
the steep decline of almost 13% recorded in 2002 as a 
result of an adjustment in the foreign bank loan portfolio 
in response to the weakness of Latin American markets. 
On the other hand, net profits strengthened substantially, 
amounting to US$ 648 million. The banking system 
maintains high levels of liquidity (32%), while the ratio 
of capital to risk-weighted assets stands at 19%. The 
non-performing loans ratio fell from 3.3% in 2002 to 
2.3% a year later, and loan-loss provisions currently 
represent 150% of non-performing loans. 

Credit extended by the local banking system 
sustained a further decline (-3.8%), after having fallen 
by 15.2% in 2002. Domestic credit expanded slightly 
(1.2%), while external loans shrank for a sixth 
consecutive year (-16.4%). Interest rates continued their 
slow descent of recent years, in keeping with 
international patterns, and average six-month deposit 
rates eased by 181 basis points. Lending rates on 
commercial credit rose by 30 points, while loans to 
industry and consumer credit declined by 30 and 255 
points, respectively. Lastly, the benchmark rate in the 
local mortgage market slipped from 9% to 8%. 


(c) Trade policy 


Trade policy continued to be geared towards 
opening markets through the conclusion of free trade 
agreements. In 2003 an agreement of this type was 
signed with Taiwan Province of China and entered into 
force that same year; a similar agreement with El 
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real estate and eee services =0.9" 8.2 OH ‘ Pi 
Community, social and personal Ron rh: ENS) es ee 
pre rats 2tiew 26°) Aga teh BRR Oe 82 
" Percentages of GDP = a es oy 
Investment and saving ° : ateAT ae 2 Ryty eS ‘ 
Gross domestic investment = 30.3 30.5 31.1 32.1 S31 hen CBh. 25.5 24.7 28:55 
National saving 29.8 28.9 26.0 22.5 PST as | 23.9 23.9 25.2 © 
External saving 0.5 1.6 5.0 9.6 10.4 6.5 oe ‘Cee 3.4— 
Millions of dollars 
Balance of payments a> 
Current account balance -471 -201 -507. --1182- -1 320 -716 -174 S02, -408 
Merchandise trade balance -589 -644 -685" °=1°365-=)S386" -1: 143 -696 -1037 -1092 
Exports, f.o.b. 6 091 5i823e— 6670961650) 5.c0d. B 518s9 5992) ). SSS S051 
Imports, f.o.b. 6680) eG: 467 0073500 87 1G 609 geeo Jon 6689- 6352 6143 
Services trade balance 432 558 428 © 614 650 864 899 979 1 263 
Income balance -466 -249 “A005 >= 2-591" ===755 -614 -602 -284 -820 
Net current transfers 153 135 151 159 171 177 226 250 ™. 241 
Capital and financial balance 4 139 467 850 803 aes 388 618. ae 200 
Net foreign direct investment 223 416 1 299 1 296. 652 603 405 “Plo 792 
Financial capital © -84 52 -449 -493 520 -215 413 04 2 537 
Overall balance -331 267 343 -380 -148 -327 644 60 -153 
Variation in reserve assets -78 -298 -611 20 -185 108 -633 -52 163 
Other financing 9 409 31 268 360 332 219 -11 -8 -10 
Other external-sector indicators 
Real effective exchange rate . 
(index: 2000=100) " 03 103.4 103.3 102.4 100.7 100.0 102.8 102.8 106.6 
Terms of trade for goods 
(index: 1997=100) 96.7 98.0 100.0 99.9 102.4 96.5 97.0 96.0 91.8 
Net resource transfer 
(% of GDP) 0.9 Pall Tot 5.2 6.5 -0.1 v7 -1.1 -4.7 : 
Gross external public debt | 
(millions of dollars) 3938. 5069) 5051 5180 5412 5604 6 263 6 349 6 502 
Gross external public debt F 
(% of GDP) ; 49.8 62.2 58.3 55.4 56.2 55.9 62.1 56.6 56.2 : 
Net profits and interest 
(% of exports)! -7.4 -4.3 -5.3 “7.7 el An -7.8 =(.5 -3.8 -10.8 
Average annual rates 
Employment 
Labour force participation rate! Gila? 60.6 61.5 62.2 62.8 59.9 60.5 62.6 62.7 


Unemployment rate « 14.0 14.3 13.2 TuG 1 1.8 13.5 14.0 13.5 12.8 


of current income) 


{ [: 6.7 6. 

_ Total public sector debt 95.8 84.0 
Domestic Sehr 218 
External 49.8 62.2 

Money and credit” 

Domestic credit ° #Az5 52 
To the public-sector 1.4 1.5 

To the private sector 70.1 Tei 


2 Preliminary figures. 
currency at current prices. 


of IMF credit and loans and exceptional financing. 
imports. 
payments. 


month deposits in the local banking system. 
system. "The monetary figures are annual averages. 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
5 As from 1997, based on figures in local currency at constant 1996 prices. 
4 Includes errors and omissions. 
_-and omissions), minus net foreign direct investment. fA minus sign (-) denotes an increase in reserves. 
t 4 Annual average, weighted by the value of merchandise exports and 
' Refers to net investment income as a percentage of exports of goods and services as shown on the balance of 

i Economically active population as a percentage of the working-age population, nationwide total. 
population as a percentage of the economically active population, nationwide total. Includes hidden unemployment. 
™ One- to five-year loans for commercial activities. Since 2000, local banking 
° Refers to net credit extended to the public and private sectors by 


commercial banks and other financial and banking institutions. 


Salvador also went into effect. The latter is the first of 
five agreements to be concluded with the Central 
American countries, since it was not possible to reach a 
joint accord. Negotiations with the United States and 
Singapore started in the first half of 2004 and are 
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$e The main variables 


(a) Economic activity 


Economic activity grew by 4.1% in 2003, almost 
double the preceding year’s rate. Production was spurred 
by domestic demand, which expanded by close to 6%. 
The most buoyant component was gross domestic 


i168 82179 
758 (-798 » 7720). 893 A760 eee 
18.6 22.1 21.2 Ace 19.4 Aven 
55.4 56.2 55.9 62.1 56.6 56.2 
88.7 102.7 110.6 116.1 101.6 95.8 
1.2 bed 1.6 ee 1.5 3.1 
87.4 101.5 108.9 114.8 100.1 


° Based on figures in local 
® Refers to the capital and financial balance (including errors 
3 Includes the use 


kUnemployed 
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expected to conclude in the course of the year. The 
negotiations with the United States encompass trade 
issues that have not been considered previously, such 
as shipping standards, competition, port security and the 
Panama Canal. 


investment (12%), which reflected the implementation 
of public and private projects. Consumption grew on a 
par with the average growth of the economy; household 
consumption was boosted by the rise in employment, 
the slight increase in the minimum wage and the tax 
incentives included in the 2002 reform. In contrast, the 
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Table 2 
PANAMA: MAIN QUARTERLY INDICATORS 
= : ' 


International reserves (millions of dollars) wi5Z | 1072 
Real effective exchange rate (index: 2000=100) > 101.6 103.1 
Consumer prices (12-month percentage variation) 0.9 Ue 
Average nominal exchange rate 1.0 1.0 
Nominal interest rates (annualized percentages) 

Deposit rate ° 5.3 5.0 

Lending rate ¢ 10.4 9.3 
Sovereign bond spread (basis points) 348 447 


Domestic credit ° (variation from same quarter 
of preceding year) -2.0 -4.4 


2002 2003? 2004? 


Ul IV | WW Ml IV ! iH) 
947 1183 1405 1310 110% 1019 974 792 


103.2 103.2 1048 1066 106.7 1082 109.5 109.2 


0.7 1.9 1.6 1.5 1.3 1.5 1.3 2.0 
1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
4.8 4.9 4.6 4.7 4.0 2.6 2.4 
8.6 8.7 8.8 8.8 8.7 9.2 8.8 
553 439 402 372 367 327 344 354 


-6.2 -6.9 -1.6 -3.2 0.0 “1.3 -0.3 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 


system. 4 One-year loans for commercial activities, local banking system. 


commercial banks and other financial and banking institutions. 


external components of overall supply and demand 
remained weak. 

The agricultural sector expanded by 4.5% 
(compared to 2% in 2002), thanks to higher output in 
fishing (12.6%) and forestry (6.8%), while crop and 
livestock production fell back slightly. Manufacturing 
suffered for the fourth year in a row, with output dipping 
by 1.5%. Specifically, there were downturns in the 
production of sugar, textiles, footwear, certain food 
products and oil refining, while fish and seafood 
processing and preservation, carbonated beverages, beer 
and dairy products all achieved positive growth. There 
were also significant expansions in various segments 
linked to construction, such as cement, metal goods, non- 
metallic minerals and glass products. 

The sectors that posted the highest growth rates in 
2003 were construction (28.6%) and mining and 
quarrying (32%), both of which benefited from tax 
incentives. The electricity, gas and water segment 
increased by 1.2%, slowing down considerably from the 
preceding year’s expansion of 6.6%. Transport, storage 
and communications rose by 8.8%, led by port and 
railway activity. Panama Canal operations grew by 8%, 
which was the first significant expansion in five years. 
Toll receipis, which were up by 13.1%, were boosted 
by two rate hikes totalling 15% over the fiscal year 
(October 2002-September 2003), while the number of 
transits went down slightly (-0.2%) and cargo volumes 
displayed zero growth. As in previous years, container 
shipping was the fastest-growing component of this 
subsector, at the expense of other types of cargo. 
Telecommunications and postal services recorded a 
modest 3.6% expansion. 


> Quarterly average, weighted by the value of merchandise exports andimports. © Six-month deposits in the local banking 


© Refers to net credit extended to the public and private sectors by 


The commerce, restaurant and hotel sector grew by 
3.9%. Domestic commerce and tourism expanded 
considerably, while external trade was not yet able to 
regain its former dynamism. The 2.4% increase in value 
added in the Colén Free Zone represented a recovery 
from the 4.3% drop experienced in 2002, but continued 
to reflect the difficult situation of its main customers in 
South America. Restaurant and hotel activity grew by 
7.6%, in contrast to the financial services, insurance and 
real estate sector, which was broadly flat (0.3%) owing 
to difficulties in the banking sector. Personal, social and 
community services expanded by 4%. 

Preliminary data on the real sector for the first 
quarter of 2004 show an accentuation of the preceding 
year’s positive trends. Agriculture rebounded (6.7%), 
while the fishing industry and the mining and quarrying 
segment continued to display robust growth (of close to 
20% in both cases). Construction is expanding 
vigorously, just as it did in 2003, and the same is true of 
ports, telecommunications, transport and the Panama 
Canal, thanks to the upturn in world trade. While the 
Colén Free Zone currently boasts a 13% rate of 
expansion, financial intermediation has yet to post 
positive growth. Lastly, the monthly index of economic 
activity showed a variation of over 6% in May. 


(b) Prices, wages and employment 


Average inflation came in at 1.4% in 2003, four 
tenths of a percentage point higher than in 2002. The 
December-to-December variation was 1.7%, which is 
within the bounds of Panama’s historical trends. Food 
prices contributed significantly to the rise in inflation, 
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increasing by 1.3%, whereas in 2002 they had fallen by 
0.7%. Rentals and furniture prices rose faster than 
inflation overall, while average health-care costs 
declined once again. Transport costs were up by just 
0.9%, following a 6.4% rise in 2002. High oil prices 
had not yet begun to show through in this subsector in 
- the first half of 2004, as inflation followed a pattern 
similar to that of the preceding year, with an annual 
variation of 1.5%. After having fallen in the preceding 
biennium, wholesale prices moved up by 1.4% in 2003, 
reflecting the pass-through of higher prices for imports 
(up by 1.6%) and manufactures (up by 2.9%). 

The minimum wage, which is usually adjusted every 
two years, was raised by 4.1% in August 2003. Given 
the low inflation rate, this entailed a slight real increase 
of 0.7% in the year-on-year average. 

The labour market strengthened somewhat in 2003. 
The nationwide unemployment rate subsided from 
13.5% in 2002 to 12.8% in 2003, thanks to a half-point 
increase in employment, while the economically active 
population stayed practically the same as a percentage 
of the working-age population. Unemployment fell faster 
in urban areas than in rural ones. 


(c) The external sector 


The merchandise trade deficit widened from US$ 
1.037 billion in 2002 to US$ 1.092 billion in 2003. 
Exports dipped by 5%, owing entirely to the weak 
performance of re-exports from the Colon Free Zone 
(-6.7%), since national exports were up by 6.9%, 
rebounding strongly from the 6.6% decline posted in 
2002. Individual export categories varied widely: 
banana exports contracted for the fourth year in a row, 
this time by 7%, while coffee sales soared (by almost 
33%) after having fallen for four straight years. 
Exports of other fresh tropical fruits performed well, 
increasing by 16.4%. Marine products showed mixed 
results, as the export value of shrimp and lobster 
contracted while that of other marine products rose 
by 27.9%. The standout in this sector was fishmeal, 
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whose export value skyrocketed (160%). In the first 
quarter of 2004 exports made a recovery, growing by 
an estimated 11%. 

Meanwhile, merchandise imports shrank for the 
third year running, this time by 3.3%. As in 2002, 
this reflected a fall in the value of goods imported 
into the Colén Free Zone (-7.4%), since national 
imports edged up slightly (1.8%). The sharpest 
increases were in transport equipment, base metals 
and metal manufactures and chemical products —all 
of which were linked to the construction boom— while 
imports of livestock, vegetables and food products 
grew at slower rates. Imports of mineral products, 
textiles and textile manufactures and footwear 
dropped back. 

The traditional surplus on trade in services expanded 
from US$ 979 million to US$ 1.263 billion in 2003. 
Transport services grew by 15.8%, reflecting upturns in 
the Panama Canal and in port and railway activities. 
Another factor in this outcome was the strong 
performance of tourism, which contrasted with the 
negative growth posted by the Col6n Free Zone and the 
International Banking Centre. The deficit on the income 
account widened to US$ 820 million, largely because 
of profit and dividend repatriation, which surged from 
US$ 277 million in 2002 to US$ 711 million in 2003. 
On the other hand, net current transfers did not vary, 
with the result that the deficit on the balance-of-payments 
current account widened from 0.8% of GDP in 2002 to 
3.2% in 2003. 

Lastly, the financial account recorded a surplus of 
US$ 25 million, compared to a US$ 76-million deficit 
in 2002. Foreign direct investment increased from US$ 
78 million to US$ 791 million, thereby returning to its 
usual levels in the Panamanian economy. This recovery 
was due in part to International Banking Centre 
activities. Assets and liabilities relating to other 
investments did not change as dramatically as they had 
in 2002, when International Banking Centre assets had 
contracted sharply. The other areas showed no 
significant changes relative to the preceding year. 
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The economic slowdown had a negative effect on tax 
receipts. Despite attempts to increase the tax burden 
through measures to enhance the efficiency of tax 
administration, the government authorities were unable 
to consolidate their fiscal position and the central 
government deficit remained at a level similar to the 
one observed in 2002 (3% of GDP). This situation was 
attributable to the high level of public spending, mostly 
on external debt servicing. The deficit and the issuance 
of a bond on international capital markets drove up the 
external public debt stock. 

The commercial banking system’s international 
reserves and liquidity increased. This enabled the 
authorities to maintain a tight monetary policy stance. 


—_.————— 


oh - Economic policy 


(a) Fiscal policy 


The goyernment is unlikely to meet its fiscal targets, 
which include the reduction, to 2.2%, of the deficit of 
3.6% of GDP recorded in fiscal year 2002. In fact, the 


Accordingly, the central bank did not change the reserve 
requirement on deposits (50%) or the ceiling it had 
imposed on the growth of private bank credit after the 
events of 11 September 2001. 

The foreign-exchange inflows generated by the 
above-mentioned bond issue served to improve the 
balance on the capital and financial account of the balance 
of payments and to finance the current account deficit. 

For 2004, the upturn in tourism activity in the first 
quarter and the beginning of construction work in 
connection with phase III of the Kerzner project are 
expected to have a positive effect on economic growth. 
Inflation, which is determined by external factors, will 
probably remain close to its 2003 level. 


deficit is expected to be even bigger than the one posted 
that year. In the first eight months of fiscal year 2003, 
the deficit (B$ 97.2 million) was double the preceding 
fiscal year’s figure (B$ 47.3 million). This suggests that 
the government's strategy of avoiding the imposition of 
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Table 1 
BAHAMAS: MAIN ECONOMIC INDICATORS 
ig Ae nt ee ee I ee ee ee ee 
1995 1996 1997 1998 1999 2000 2001 2002 20034 
Annual growth rates 
Real sector indicators 
Tourist arrivals -6.0 oo 1.1 -3.1 9.0 15.2 -0.5 5.2 4.4 
Value of building starts -32.0 Bille 154.4 -64.3 -0.6 19.0 -8.0 oe oe 
Value of building completions -12.7 42.5 9.2 187.9 -7.4 -34.2 es fe : 
Electricity generation (mwh) 2.2 2.9 D0 8.6 oa 6.9 z ; a 
Millions of dollars 
Balance of payments 
Current eae be balance -146 -263 -472 -995 -672 -471 -348 -339 -427 
Merchandise trade balance 79340 <4 014 e21. 116 =1:9740 1428) S71 Oly eee Ono 
Exports, f.o.b. 225 273 295 363 380 805 614 ao es 
Imports, f.o.b. ies Zor 1411 73h 1 808 2176 1 765 ee Bes 
Services trade balance 903 862 TASMS 542 857 1 029 951 980 901 
Income balance -136 -149 -153 -198 -138 -173 -190 -211 -163 
Net current transfers 18 Si 39 34 37 43 42 42 39 
Capital and financial balance » 143 256 529 ev US) TST 410 318 400 538 
Net foreign direct investment 107 88 210 146 144 250 101 ae 
Financial capital ° 36 168 319 969 593 161 2u7 Ps aa 
Overall balance -3 -8 57 119 65 -61 -30 61 ne a 
Variation in reserve assets ¢ 3 8 -57 -119 -65 61 30 -61 -111 
Other external-sector indicators 
Total gross external debt 303 284 319 339 353 368 346 311 349 
Prices 
Variation in consumer prices 
(December-December) ei Teal 0.8 1.9 1.4 1.0 2.9 22 3.0 
Real deposit rate (weighted average) 2.0 3.6 4.8 4 3.2 2.2 2.2 2.1 1.0 
Real lending rate (weighted average) 10.9 120 12.2 10.8 10.4 9:9 9.3 9.1 8.1 
Millions of Bahamian dollars 
Central government 
Current income 686 763 804 918 957 864 958 973 
Current expenditure 678 714 747 817 846 836 954 969 
Net capital expenditure 112 89 95 107 85 aes 122 102 
Overall balance ®& -140 -73 -70 -38 -16 -95 -147 -98 
Millions of dollars 
Public debt i) Byers 1 625 1 812 1 883 2 043 2 001 2 059 2 309 
Domestic 1 273 1 338 1477 O45 1 690 1 654 ienos 2018 is 
External 305 286 336 339 353 347 326 291 349 
Percentages of GDP 
Money and credit 
Net domestic credit 73.9 80.1 97.5 109.2 121% i525 152.4 161.0 162.1 
To the public sector 16.0 16.0 16.5 19.1 21.6 2h 25.2 28.4 28.7 
To the private sector 57.9 64.1 81.1 90.2 100.1 114.4 127.1 132.6 133.4 
Liquidity (M3) 61.2 64.7 80.3 93.1 OSes 112.9 118.1 12271 130.4 
Money stock and local-currency 
deposits (M2) 60.1 63.8 79.0 91.2 101.8 110.1 a5 119.4 1278 
Foreign-currency deposits ales 0.9 1.4 2.0 ers 2.8 3.0 3.0 2.9 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
° Refers to the capital and financial balance (including errors and 


@ Preliminary figures. > Includes errors and omissions. 
omissions), minus net foreign direct investment. 


new tax measures and focusing instead on strengthening 
tax administration to reduce tax evasion and fraud has 
not been sufficient to meet the established objectives. 


¢ A minus sign (-) denotes an increase in reserves. 


Nevertheless, in submitting its budget for fiscal year 


2004, the government indicated that it would maintain 
the current strategy and avoid introducing new taxes. It 


© Includes interest. 


also announced the creation of a venture capital fund in 
the 2004-2005 biennium to boost government support 
for the establishment of new enterprises. 

In fiscal year 2002 current revenues, at B$ 901.8 
million, were 5.2% higher than they had been in fiscal 
year 2001 but still fell short of the amount budgeted 
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(B$ 962.8 million). This trend will continue in fiscal 
year 2003, since data for the first three quarters show 
that tax collection has reached only 70% of the 
established target; over the same period, receipts from 
taxes on hotel rooms and vehicle purchases, in particular, 
were 60% below target. 

The disappointing revenue performance was partly 
due to the economic standstill. In addition, the authorities 
were unable to implement the planned Flight Information 
Region project, under which the Bahamas would have 
regained control of its airspace. This project would have 
generated an estimated B$ 40 million to B$ 50 million 
in revenues from air navigation charges (the Bahamian 
airspace is currently controlled by the United States). 
Lastly, the failure to complete the privatization of the 
Bahamas Telecommunications Company (BATELCO) 
resulted in a loss of fiscal income. 

Total expenditure rose by 5% in fiscal year 2003, 
reflecting wage adjustments and transfers to non-financial 
public entities to cover high interest payments, which were 
running at 60% over the annual budget for fiscal year 
2003. Capital expenditure shrank by 6%. 

For fiscal year 2004, the government is projecting 
a 14% increase in current income over the preceding 
fiscal year’s level. This estimate is based on the 
expectation that the amendment to the Stamp Tax Act 
will close loopholes in the payment of this tax, thereby 
increasing its revenue-generating capacity. Also 
noteworthy is the sale of a hotel belonging to a 
multinational chain, which will increase non-tax current 
revenue. Meanwhile, budgeted expenditure for fiscal 
year 2004 will be 11% higher than the level of the 
preceding fiscal year. 

The public debt was 7% higher than its 2002 level 
and reached 45% of GDP, largely because of a US$ 200- 
million Eurobond issue in July 2003. Interest payments 
on the public debt also rose -from 5.6% to 13.6% of 
government revenues between 2002 and 2003-— and 
principal payments doubled, rising from 8% to 17% of 
government revenues over the same period. 


+. 


ra The main variables 


(a) Economic activity 


Despite further recovery in the tourism sector 
(which expanded by 4.3%), economic activity barely 
grew in 2003 (0.2%) owing to the weak performance of 
construction and the restrictions imposed on the financial 
sector’s development. 
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(b) Monetary and exchange-rate policy 


Following the events of 11 September 2001, the central 
bank adopted a tight monetary policy to avoid unsustainable 
shortfalls in the balance of payments and to ease pressure 
on international reserves. Quantitative instruments have 
been the primary means of managing monetary policy. To 
date, the discount rate has remained at 6% and the reserve 
requirement on bank deposits, at 50%. 

In 2003 and 2004 the authorities did not change 
this policy stance or the ceiling imposed on the growth 
of commercial bank credit. The increase in international 
reserves as a result of the above-mentioned bond issue 
was partly offset by the refinancing of the government’s 
multilateral debt. International reserves nonetheless 
increased (by 30%) to a level equivalent to 16.5 months’ 
worth of non-oil imports. Net purchases in the foreign- 
exchange market tripled, from B$ 37.3 million to 
B$ 97.1 million. 

The accumulation of net external assets was reflected 
in an expansion of deposits, which increased liquidity in 
the commercial banking system. However, the sluggish 
economy and the restrictions imposed kept the rise in 
liquidity from pushing up commercial bank credit to the 
private sector, and the growth of such credit actually fell 
in relation to its rates in previous years (9.5%, 5.3% and 
1% in 2001, 2002 and 2003, respectively). The sectors 
that received the most credit were agriculture (17% in 
2003 and 32% in 2004) and, especially, the fishing 
industry, which received three times the amount of credit 
it had incurred the preceding year. The combined effect 
of this situation and the downturn in lending to the public 
sector (-22%) was reflected in the growth of monetary 
aggregates (4.2% for M2 and M3). 

The commercial banking system took advantage of 
the increase in its liquid liabilities to purchase treasury 
bonds, which brought down interest rates on such bonds 
(from 1.6% in December 2003 to 0.9% in March 2004). 
This, in turn, lightened the government’s domestic debt- 
servicing burden. 


Construction activity faltered slightly. The number 
of permits granted and the average value of building 
starts slipped between 2002 and 2003. However, the 
number of building starts increased by 12% to reach 
1,485 units in 2003. Much of this increase was in 
residential construction, which posted a 17% increase 
in the number of housing starts, whose average value 
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climbed as an effect of pent-up demand. The fact that 
the country is perceived as a market for second homes, 
mainly for United States residents, and the increase in 
the number of mortgage loans are two of the factors that 
contributed to the buoyancy of housing construction. 

In 2004 the construction sector will be invigorated 
by the launching of phase III of the Kerzner project to 
expand the US$ 1-billion Atlantis tourist complex on 
Paradise Island. 

Financial services, which constitute the main 
economic activity of the Bahamas (accounting for 15% 
to 20% of GDP), suffered a downturn that reduced their 
capacity to contribute to national development when the 
Bahamas International Securities Exchange (BISX) 
sustained a B$ 7.4-million loss in the value of its assets. 
This reduced the value by 50% in relation to the 
preceding year’s level, although the loss is unlikely to 
have a strong impact on bank capitalization, which is 
still at a record high (B$ 1.7 billion). 

The financial sector’s poor performance was due to 
constant changes in the legislative framework for financial 
activity, which have generated higher operating costs and 
lower profitability. These legislative changes are being 
implemented to comply with international rules intended 
to prevent financial centres from being used for purposes 
of money laundering. One such change was the 
introduction of stricter identification requirements for 
banks and customers. Banks licensed to operate are now 
required to have a physical presence within the jurisdiction 
of the Bahamas, and identity checks are now required on 
customers with deposits in excess of B$ 15,000. 

The number of tourists rose less than it had the 
preceding year (5.3% in 2002 and 4.3% in 2003) as a 
result of the modest 1.9% increase in air arrivals (i.e., 
arrivals of long-stay visitors, who bring in the most 
foreign exchange), as against the 5.4% rise in sea 
arrivals. Tourist arrivals in the first quarter of 2004 far 
exceeded their level of the year-earlier period (-7.4% 
in 2002 and 23.6% in 2003). The increase was led by a 
15.6% rise in sea arrivals, compared to a 7.9% upturn 
in air arrivals. The fact that tourism revenues climbed 
only slightly, despite the expansion of hotel room 
capacity (5.3%), was due to a 2.8% contraction in the 
occupancy rate. 

The fishing sector expanded considerably in 2003, 
with a volume increase of 8.6% that brought in earnings 
of B$ 108.1 million. 


(b) Prices, wages and employment 


The inflation rate rose from 2.2% in 2002 to 3% in 
2003. A breakdown of the price index shows that the 
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costs of medical and health care and of recreation and 
entertainment went up considerably in 2003 (by almost 
10%, compared to increases of 1.2% to 2.4% in 2002). 
Food and beverage prices, on the other hand, edged up 
by just 0.5%, while education costs rose by 1%, in a 
sharp slowdown from the 2002 increase of 12.8%. 

In March 2004 the rate of price increases stood at 
1.1%. Unless appropriate measures are taken, however, 
the upward trend in international oil prices could change 
the behaviour of goods and services prices. 

The unemployment rate was 10.8% in 2003, or 1.7% 
higher than the 2002 rate. This continued the rising trend 
that began in 2002 after unemployment had reached its 
lowest level in a decade in 2001 (6.9%). 


(c) The external sector 


The overall balance-of-payments outcome was 
positive in 2003 (US$ 111 million), as the current 
account deficit (US$ 427 million) was amply offset by 
the capital and financial account surplus (US$ 538 
million, including errors and omissions). This, in turn, 
led to an increase in international reserves. 

The widening of the current account deficit 
reflected a bigger merchandise trade deficit and a 
smaller services trade surplus. The situation of the 
merchandise trade balance was due in part to a drop in 
exports, despite an increase in the fishing industry’s 
exports (9%), particularly lobster (10%). Moreover, 
imports expanded as a result of an upsurge in non-oil 
purchases. The value of oil imports declined, 
notwithstanding higher international oil prices, because 
the country’s economic doldrums had the effect of 
reducing fuel consumption. 

The services trade surplus dipped because residents 
spent more abroad than they had in 2002, thereby 
eroding the increase in tourism revenues. The rise in net 
outflows corresponding to transport and insurance 
services was offset by downturns in construction and 
government services. 

The income account posted a smaller deficit owing 
to a decline in the repatriation of bank profits. This was 
in response to the lethargic economy and the stricter 
controls on offshore banking introduced through changes 
in the regulatory framework. 

Lastly, the performance of the capital and 
financial account reflected an upturn in foreign- 
exchange inflows from the Eurobond issue. These 
inflows were counterbalanced by capital outflows 
associated with the refinancing of the multilateral 
external debt, which involved the public sector and 
the local banking system. 
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The central government’s income rose in line with 
the revival of economic activity, while total 
expenditure decreased slightly. As a result, the fiscal 
deficit shrank from 5.4% of GDP to 2.5% between 
fiscal years 2002 and 2003. The fiscal position 
strengthened further in the first quarter of 2004, when 
the deficit turned into a surplus. 

In addition to the recovery of economic growth and 
improved fiscal management, the financial system 
increased its net external assets through the sale of shares 
in a national financial institution. This brought down 
interest rates on government paper, resulting in a 
somewhat lighter domestic debt burden. The sale of 
shares also contributed to the surplus on the capital and 
financial account (including errors and omissions), 
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2. Economic policy 


(a) Fiscal policy 


The deficit in fiscal year 2003 (2.5% of GDP) was 
half the level recorded in the preceding period (5.4%) 


which grew by 7.3%, 3.1% and 3%, respectively, in 2003 and by 6.2%, 3.5% and 3.1% in 
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which was used to finance the current account deficit 
(8% of GDP) and to boost international reserves. The 
positive balance was maintained in the first quarter of 
2004, also on the strength of the tourism sector’s 
buoyancy and a decline in imports. 

The economy is expected to grow faster in 2004 
(by 3%), led by the expansion of tourism. In addition, 
the authorities plan to keep a tight rein on public finances, 
with a view to holding the deficit down to 2.3% of GDP. 
Tourism earnings should improve the country’s external 
position and, if international prices remain stable, 
inflation could stay close to the level recorded in 2003 
(an annual average of 1.6%). This scenario could change, 
however, depending on how international oil prices 
affect macroeconomic aggregates. 


and well within the target set by the government 
authorities (4.8%). In fiscal year 2002 the government 
had pursued a countercyclical policy to stimulate the 
economy in the wake of the preceding year’s contraction. 


Millions of dollars 


rt 49. 62. (147 2145 
nhAG's Se -A56 = 99 Sy “O51 VOY nih een SAA” gecOO 7 
Bdge 287 eed FeO 276 ee) Se garn 
b. 691 743 888 921 989 1030 952 
_ Servi le balance BOS e540 550 eh BAAS 91603: 570° 
Income balance -48 -52 -48 -56 -71 -82 -93 
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Net current transfers 34 40 CW peer te Se 67 Va WSL! 
Capital and financial balance ° i ii x 57 184 323 333 
Net foreign direct investment 8 10 14 15 16 18 17 
Financial capital ' a 7 33 42 168 305 316 
Overall balance 42 86 Wa -6 36 178 222 
Variation in reserve assets 9 -25 -61 -9 6 -37 -178 -223 
Other external-sector indicators 
Total gross external debt 
(millions of dollars) 479.1 481.1 427.5 453.3 492.4 605.4 539.5 754.8 
Total gross external debt ; 
(% of GDP) 25.7 24.1 20.1 13.6 19.8 23.4 2h 30.0 
Employment 
Labour force participation rate" 68.2 68.1 67.8 67.8 67.8 68.6 69.5 68.5 
Unemployment rate ' 19.7 15.6 14.5 12.3 10.4 9.2 9.9 10.3 
Annual percentages 
Prices . 
Variation in consumer prices , 
(December-December) 35 sce — wis ae 3.8 -0.3 > 0.9 
Nominal deposit rate ay 5.2 4.2 4.3 4.8 4.9 3 2.6 
Nominal lending rate 11.8 11.9 11.9 11.6 Valle? 11.9 est 10.4 
Millions of Barbados dollars 
Consolidated non-financial 
public sector 
Income 1 224 1471 1 559 1 620 1731 1 735 1745 i S52 = 9538 
Expenditure 1 373 1 523 1 596 1 688 1 828 1 949 2 005 1994 2094 
Overall balance -150 -52 -36 -69 -97 -215 -260 -137 -141 
Public debt 
Domestic 1 762 1O8ih = 2037 2 141 2 134 2204 2333 2 605 2615 
External 359 365 350 339 389 514 680 673 667 : 
Percentages of GDP 
Money and credit 
Domestic credit 60.9 62.5 62.6 63.7 66.9 68.1 71.4 74.0 73.0 : 
To the public sector Teh 14.5 15.9 14.1 12.6 12.5 13.4 15.4 17.6 ‘ 
To the private sector 47.1 48.0 46.7 49.6 54.4 55.6 58.0 58.5 55.4 
Money stock and local-currency : ; 
deposits (M2) 54.3 58.8 56.7 58.3 61.8 64.3 69.4 TASTE 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

@ Preliminary figures. > Based on figures in local currency at constant 1979 prices. ° Includes electricity, gas and water and 
transport, storage and communications. 4 Includes retail commerce, restaurants and hotels; financial institutions insurance 
and real estate; and social and personal services. * Includes errors and omissions. ‘Refers to the capital and financial 
balance (including errors and omissions), minus net foreign direct investment. 3 A minus sign (-) denotes an increase in 


reserves. " Economically active population as a percentage of the working-age population 'Unem i 
: ‘ . ; employed population 
percentage of the economically active population. Includes hidden unemployment. OS ee oe 


as 


‘+. (a2 oT ee 


Economic Survey of Latin America and the Caribbean * 2003-2004 | 


In fiscal year 2003, however, the authorities concentrated 
on reducing the fiscal deficit with a package of measures 
for curbing expenditure and increasing tax receipts. 

Fiscal revenues expanded by 6.4% in fiscal year 
2003, owing mainly to an increase in indirect taxes 
(16.4%). Revenues from the value added tax, specific 
taxes and property taxes were up by 15.7%, 10.2% and 
21.1%, respectively. Current expenditure climbed by 
3.6%, or somewhat less than tax revenues, as a result of 
arise in current transfers (27%). This was due in part to 
the new status of Queen Elizabeth Hospital, which is no 
longer administered by the central government. 
Accordingly, expenditure on wages and salaries, as well 
as goods and services outlays, were reclassified as 
current transfers. The change in the hospital’s status, 
along with the completion of infrastructure projects and 
the government’s belt-tightening policy, also resulted 
in a drop in capital expenditure (-22%). 

The deficit was financed with external resources, 
despite a significant 31.2% increase in principal 
payments that more than offset the inflow of funds from 
government projects. 

In 2004 fiscal policy is aimed at achieving the fiscal 
sustainability needed to keep the deficit at or below the 
target level of 2.5% of GDP. Another aim of fiscal policy 
is to bring the tax system into line with the fiscal 
harmonization requirements of the Caribbean 
Community (CARICOM) Single Market and Economy. 

The tax measures consist of reducing the basic and 
marginal rates of personal income tax and raising the 
tax exemption threshold to effectively increase 
disposable income. The basic rate dropped from 25% to 
22.5% in 2003 and to 20% in 2004. The marginal rate 
will decline from its current level of 40% to 37.5% in 
2005 and 35% in 2006. The tax exemption threshold 
will be increased from 15,000 to 17,500 Barbados dollars 
(BDS$) in 2004 and to BDS$ 25,000 in 2007. The 
corporate tax rate will fall from 40% to 25% in 2007. 
The government also reduced land tax. 

The central government’s debt stock fell from 65% 
of GDP in 2002 to 61% in 2003, as the external debt 
was reduced from US$ 673 million to US$ 667 million. 
Domestic debt, which is nearly twice as large as total 
external obligations, remained at its 2002 level (US$ 1.3 
billion). The bulk of domestic debt consists of short- 
term treasury bills and long-term debentures. 


(b) Monetary and exchange-rate policy 


The monetary authorities focused their attention 
on liberalizing interest rates for current and capital 
operations. Since August 2001 the central bank has 
set indicative weighted average lending rates for 
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commercial banks, with a view to exerting downward 
pressure on the cost of money and stimulating 
economic growth. 

In 2003 the Barbadian economy’s abundant 
liquidity and better growth prospects enabled the central 
bank to reduce the minimum deposit rate by 25 basis 
points, from 2.5% to 2.25%, with a view to avoiding the 
imposition of a mandatory floor in the interest rate 
structure. More specifically, this measure was intended 
to bring about a decline in lending rates, for the purpose 
of reducing businesses’ operating costs. 

In 2003 the US$ 187 million rise in net 
international reserves as a result of the sale of shares 
in acommercial bank to a foreign private company led 
to an increase in bank deposits (of 8%) and, therefore, 
to an expansion of monetary aggregates, 
notwithstanding a 9.2% contraction in net domestic 
credit. The monetary base therefore grew by 19% and 
the broad money supply, by 7%. 

Given the non-financial private sector’s weak 
demand for credit (9%), liquidity in the commercial 
banking system increased. Accordingly, the excess 
liquidity ratio rose from 17.8% in 2002 to 20.9% in 2003. 

In these conditions, the banking system adopted a 
risk-averse stance, limiting the degree to which it 
lowered interest rates on loans (the weighted average 
lending rate for total commercial bank loans was 10.35% 
in 2002 and 10.16% in 2003) and using its liquid 
resources to purchase treasury bills. The consequent 
increase in demand for these bills brought down their 
interest rates by one percentage point (from 1.5% in 
December 2002 to 0.6% in December 2003 and 0.4% in 
February 2004). The central bank expects that the private 
banking system will continue to show excess liquidity 
as a result of the concentration process currently in 
evidence among the country’s financial institutions. 

The government has embarked on a process of 
gradual financial liberalization and reform. In the case 
of current transactions, most restrictions on goods and 
services payments have been removed, and the 
remaining restrictions are expected to be eliminated by 
the end of 2004. Capital transactions have also begun to 
be gradually liberalized in the context of the CARICOM 
Single Market and Economy (CSME). In January 2004 
controls on the investment of assets in corporate 
securities traded within the CARICOM region were 
lifted, although investments in government securities are 
still subject to restrictions. The authorities have proposed 
the elimination, by 2006, of all controls on capital 
transactions within the CSME. Such a liberalization 
policy poses a considerable challenge to the monetary 
authorities, particularly with respect to the future 
viability of the existing exchange-rate system. 
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3 The main variables 


(a) Economic activity 


In 2003 the Barbadian economy expanded by 2.2% 
after having shrunk for two consecutive years (with 
growth rates of -3.4% in 2001 and -0.5% in 2002). 
Growth was boosted by both tradable and non-tradable 
goods. Of particular importance were activities linked 
to tourism, fishing, construction and other services. 

Output in the agriculture, forestry, hunting and 
fishing sector contracted because of a slump in sugar 
production (-19%), which offset the moderate growth 
posted in the remaining subsectors (2.1%), including a 
significant increase in fishing (9.3%). Production in this 
sector is expected to grow by less than 1% in 2004 
because of a 1.4% decline in fishing activity, even though 
sugar output is projected to increase by 5.6%. 

The government plans to reverse the downward 
trend in agriculture and to double its contribution to 
GDP, given the primary sector’s vital role in creating 
employment, producing food and boosting rural 
development. The authorities are therefore implementing 
initiatives such as the identification of alternative uses 
for sugar cane and the development of an integrated 
cotton industry. 

Manufacturing again contracted slightly (-0.7%), 
continuing the downward trend begun in 1999, which 
was interrupted only by a slight upturn in 2002 (0.2%). 
The outlook for manufacturing will depend on the 
sector’s ability to compete in the regional (CSME) and 
hemispheric (Free Trade Area of the Americas (FTAA)) 
contexts. The government’s aim is to increase 
manufacturing output by 5% to 10% and to boost the 
sector’s exports by 15% to 20% over the next three 
years (2004-2006). The incentives put in place to 
achieve these targets include technical assistance 
provided through the Barbados Industrial Development 
Corporation, the capitalization of the Industrial 
Investment and Employment Fund and the introduction 
of a tax on corporations devised especially for the 
manufacturing sector. 

The performance of tourism (7.3%), which stood 
in sharp contrast to its growth rates of -5.9% in 2001 
and -2.7% in 2002, reflected faster economic growth in 
Europe and the United States, an increase in cruise-ship 
calls at the country’s ports and the expansion of air 
transport capacity. Total tourist arrivals were up by 6.7% 
and arrivals of cruise-ship passengers, by 6.9%. 
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In the interests of diversifying tourism and 
developing market niches, the authorities adopted the 
Tourism Development Act and undertook initiatives to 
improve tourism services, including projects to develop 
and upgrade infrastructure, measures to increase 
investment capacity and the formulation of a tourism 
promotion strategy. 


(b) Prices, wages and employment 


Inflation was higher in 2003 than it had been the 
preceding year (averaging 0.2% in 2002 and 1.6% in 
2003). The increase was mainly due to higher prices for 
food, medicine, toiletries and transport. 

In 2004 inflation is expected to rise as a result of 
the predicted increase in oil prices from June onward. 
Fuel prices rose in the third and fourth quarters of 
2003, but this did not affect inflation because the 
government decided to absorb the additional cost of 
the oil bill without passing it on to consumers. This 
policy, which resulted in significant losses for the 
Barbados National Terminal Company Limited, will 
change starting in the second half of 2004, when 
domestic petroleum prices will begin to reflect the 
actual cost of petroleum imports. 

The unemployment rate climbed by almost a full 
percentage point, from 10.3% in 2002 to 11.1% in 2003. 
The number of women employed dipped slightly, from 
62,600 in 2002 to 61,900 in 2003, while the number of 
men employed remained practically unchanged (67,100 
in 2002 and 67,500 in 2003). The sectors with the highest 
levels of employment were services (including 
government and tourism services), commerce and 
construction. 


(c) The external sector 


The overall balance-of-payments outcome was 
positive, at 7% of GDP in 2003 (as against 3.5% in 2002), 
given that the current account deficit (8% of GDP) was 
more than offset by the surplus on the capital and 
financial account. 

The merchandise trade deficit widened from US$ 702 
million in 2002 to US$ 799 million in 2003 because the 
growth of exports (1.3%) was far outstripped by that of 
imports (10.5%). The performance of exports reflected 
a downturn in external sales of food and beverages, 
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increased spending on external debt servicing, widened the fiscal deficit to almost three times 
the preceding year’s figure, from 3.7% of GDP in 2002 to 10.8% in 2003. This forced the 


authorities to seek external financing, thus increasing the country’s external debt stock. 


The fiscal deficit put pressure on international reserves, 
which were further squeezed by the government’s 
disbursement of funds to buy shares in Belize 
Telecommunications Limited (BTL). Coming on top of 
a large current account deficit of 18% of GDP (which 
was similar to the 2002 imbalance), this transaction 
caused the balance of payments to deteriorate further. 
The resulting US$ 30-million drop in international 
reserves reduced liquidity in the banking system, forcing 
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Aah Economic policy 


(a) Fiscal policy 


The central government recorded a fiscal deficit of 
10.8% of GDP in 2003, after having narrowed it to 8.2% 
in 2001 and 3.7% in 2002. This reversal resulted from 
an 11% increase in total spending and a 15% drop in 
income, including grants. The deficit, which was 
financed primarily with external resources, was one of 
the factors that drove up the level of public debt. In 2003 


the central bank to act as a lender of last resort for 
commercial banks. Ultimately, the commercial banks 
raised deposit rates in order to attract more funds. 

GDP growth is expected to be in the 4%-to-5% 
range in 2004, thanks to a substantial increase in cruise- 
ship arrivals (30%) and upturns in the main agricultural 
exports. The authorities intend to deal with the fiscal 
deficit by boosting the efficiency of tax collection and 
keeping a tight rein on public spending. 


the public sector’s domestic and external debt expanded 
by 48% and 30%, respectively, reaching 13% and 76% 
of GDP. 

The downturn in income was due to the behaviour 
of non-tax revenues, which reflected a decrease in the 
recovery of old public loans (-59%) and a sharp drop in 
official grants (-89%). Tax revenues expanded 
moderately (4.6%), in keeping with the level of 
economic activity, owing to higher receipts from profit 
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Table 1 
BELIZE: MAIN ECONOMIC INDICATORS 
a a a i a ee 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2 
Annual growth rates ° 
Gross domestic product 3.8 3.6 4.5 1.8 8.8 13.0 4.2 4.1 4.4 
Per capita gross domestic product 1.4 0.8 2.1 -0.9 4.3 8.5 2.4 1.6 2.4 
Gross domestic product, by sector 
Agriculture, livestock, hunting, 
forestry and fishing i Tet 14.3 11.9 -9.2 50.7 7.3 -1.7 3.6 8.6 
Mining Ths) -3.2 -4.4 -4.4 55.3 23.3 Shs -5.4 1.6 
Manufacturing 4.4 0.3 Path -2.9 6.2 24.2 -0.7 is) -1.9 
Electricity, gas and water ae 1.9 9.8 13.4 177.4 9.9 0.4 2.3 -2.9 
Construction es -9.5 1.0 -1.7 47.2 38.9 -1.7 52 -17.2 
Commerce, restaurants and hotels 2.5 -1.4 8.2 6.6 67.0 12.1 7.6 4.0 -0.3 
Transport and communications 4.4 ys) -2.9 2.4 15.0 1225 11.8 Mee -2.5 
Financial institutions and insurance 4.7 3.4 7.0 9.5 131.4 -2.9 12.9 9.6 2.8 
Social services and other services 2.6 2.5 3.6 3.5 84.9 qo TES, Ae -2.6 
Millions of dollars 
Balance of payments 
Current account balance -17.2 -6.6 -31.9 -59.8 -65.7.  -131.0 -184.9 -164.6 -181.0 
Merchandise trade balance -66.1 -58.2 -89.5  -104.7 -124.3 -191.4 -213.7 -188.3 -209.3 
Exports, f.o.b. 164.6 ar Ayes’ 193.4 186.2 213.2 212.3 275.0 309.7 316.3 
Imports, f.o.b. 230.6 229.5 282.9 290.9 337.5 403.7 488.7 498.0 525.6 
Services trade balance 37.9 46.5 46.2 41.5 53.5 52.6 527 52.6 73.7 
Income balance -22.3 -26.1 -23.4 -32.1 -43.9 -54.1 -72.1 -75.5 -89.8 
Net current transfers 33.1 Slat 34.7 35.6 49.0 61.9 48.2 46.7 44.6 
Capital and financial balance ° ae 27.2 RSS: 46.2 78.6 87.7 181.4 159.2 150.9 
Net foreign direct investment 2ilieit 10.9 8.1 13.2 47.4 LAAT 59.9 24.8 28.5 
Financial capital 4 0.3 16.3 25.2 33.0 3h3 70.0 121.5 134.4 122.5 
Overall balance 4 20.6 1.4 -13.7 12.9 -43.3 -3.5 -5.5 -30.1 
Variation in reserve assets ° -4.1 -20.6 -1.4 HS.f -27.5 -51.8 3.2 5.5 30.1 
Exceptional financing 0.0 0.0 0.0 0.0 14.6 95.2 0.3 0.0 0.0 
Prices 
Variation in consumer prices 
(December-December) 2.9 6.4 1.0 -0.8 =-1.2 0.6 TA 2.3 2.6 
Real deposit rate, weighted average 4.2 -0.2 5.6 6.0 5.8 5.0 4.3 4.4 4.8 
Real lending rate, weighted average 13.0 9.2 15.4 16.4 16.5 Ow? To.2 14.2 13.8 
Millions of Belize dollars 
Central government‘ 
Current income 259.2 283.2 288.0 302.1 337.4 338.8 425.8 425.8 416.5 
Current expenditure 233.0 242.2 Z2025h 264.9 291.3 297.4 334.7 333.4 405.6 
Current balance 26.3 41.0 35.2 Sie. 46.1 41.4 91.0 92.3 10.9 
Net capital expenditure 9 63.3 toile) 51.8 60.0 97.3 136.9 174.7 224.3 2etce 
Primary balance -13.8 14.7 7.9 1.9 -20.9 =53.9 -31.9 aL eat 6 en Ff! 
Overall balance" -37.0 -10.3 -16.5 -22.7 -51.1 -95.5 -83.6 -68.8 -212.9 
Percentages of GDP 
Money and credit 
Domestic credit 47.4 49.7 53.7 44.5 47.0 45.6 50.7 52.9 52.0 
To the public sector 3.2 Bi) 2.4 1.6 PL, Shi/ 4.0 3.0 1.9 
To the private sector 44.2 46.1 Sik 42.9 44.3 41.9 46.6 49.8 50.1 
Money stock and local-currency 
deposits (M2) 59.8 61.4 68.0 55.7 57.4 58.1 60.0 57.4 55.7 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

4 Preliminary figures. > From 2001, based on figures in local currency at constant 2000 prices. Up to 2000, at constant 1979 
prices. “Includes errors and omissions. 4 Refers to the capital and financial balance (including errors and omissions) minus 
net foreign direct investment. ° A minus sign (-) denotes an increase in reserves. ‘In the period 1995-2001 the figures refer 
to the fiscal year; from 2002 onward they refer to the calendar year. 3 Includes grants. " Includes interest. 
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and income taxes and from levies on goods and services. 
By contrast, receipts from international transactions 
taxes were limited by the wide range of exemptions 
granted to firms operating in free trade zones. The 
government is therefore seeking to strengthen tax 
collection in 2004 through measures such as an increase 
_ in the sales tax (to 9%) as from February. 

The increase in government spending in 2003 
reflected higher current spending (22%), since capital 
expenditure decreased by 3.2%. Current spending 
expanded to 14% of total expenditure, driven mainly by 
payments of interest on the public debt. Expenditure on 
wages and salaries was also higher than in 2002, rising 
by 10% and accounting for 28% of total spending. This 
was a result of pay increases awarded to several 
categories of civil servants, including police officers, 
teachers and members of the armed forces. Spending 
on goods and services was also up, exceeding the 2002 
figure by 20%. 

Trends in capital spending showed a decline in 
capital III expenditure (-27%); this more than offset the 
net loan to the Development Finance Corporation, which 
pushed up capital II spending by 11%. Capital 
expenditure was channelled into infrastructure 
improvement and natural disaster preparedness, among 
other areas. 


(b) Monetary policy 


The supply of both narrow and broad money 
expanded slightly in 2003, by 1% and 3.6%, 
respectively, owing to a contraction in net external 
assets (-48%) that more than outweighed the effects of 
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3 The main variables 


(a) Economic activity 


Economic activity continued to expand at a pace 
similar to the one observed in 2002 (4.4% and 4.1% in 
2002 and 2003, respectively). The primary sector’s 
growth, which leapt from 0.7% in 2002 to 37% in 2003, 
was attributable to a large jump in fishing activity 
(100%), particularly the production of farmed shrimp. 
Agriculture (8.6%) benefited from a stronger upturn in 
the grain harvest, which compensated for a lower output 
of sugar cane (-6.7%) and citrus fruits (-4.2%). The 
decline in the sugar crop was a result of both climatic 
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increased net domestic credit to the economy (19%). 
This credit went mainly to the construction (15.3%), 
banana (23.5%) and mining (50%) industries and to 
the tertiary sector (22.5%). 

Net international reserves shrank, reflecting 
payments of interest on external obligations and a down 
payment made in the framework of the BTL acquisition. 
Another factor in this decrease was the transfer of 
financial transactions from local commercial banks to 
offshore banks by firms operating in free trade zones. 
This erosion of international reserves affected the 
banking system’s liquidity position. After expanding in 
the first quarter of the year, liquidity began to decline, 
and by October had reached its lowest level in six years, 
forcing the central bank to act as a lender of last resort. 
Overall, by the end of 2003 liquid assets had fallen 15% 
below their level at the start of the year. 

Given these circumstances, commercial banks 
narrowed the interest-rate spread by raising their rates 
on time deposits and lowering their lending rates, with 
a view to increasing the financial system’s liquidity. 
These measures brought the weighted nominal rates on 
loans for business and real estate investment from 14.3% 
and 13.3% in 2002 to 13.9% and 12.4% in 2003, 
respectively, while the weighted nominal rate on deposits 
rose from 6.5% to 7.2%. The bank spread therefore 
narrowed from 10% to 9.3% in this period. In April 2004 
the authorities took this policy stance a step further and 
intervened to increase bank liquidity by lowering local 
banks’ legal reserve requirement by 5 percentage points 
(from 24% to 19%). For the purposes of this measure, 
mortgage assets were excluded from the category of 
liquid assets. 


and phytosanitary factors, since international prices were 
up by 12%. Banana production rose by 60% thanks to 
an 8% increase in the area under cultivation and a shift 
in the harvest period to take advantage of cyclical trends 
in international prices on the European market. The 
production of shrimp, beef, molluscs and citrus fruits is 
expected to climb strongly in 2004. 

The decline in manufacturing, from 1.5% in 2002 
to -1.9% in 2003, was due to a drop in the production of 
sugar (-6.2%), which caused delays in the delivery of 
this commodity, and to inefficient harvesting practices. 
Juice manufacturing rose by 3.4% despite the downturn 
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in the output of citrus fruits, thanks to higher productivity 
and technical improvements that enhanced the industry’s 
efficiency. Competitiveness is one of the manufacturing 
sector’s main concerns, particularly in view of the tariffs 
imposed on food processing inputs. In addition, the 
absence of standardized rules in CARICOM is deemed 
a de facto non-tariff barrier that hampers Belize’s 
manufactures exports to the rest of the Caribbean. 

After expanding modestly (by 2.4%) in 2002, 
tourism activity grew by 8.8% in 2003. In particular, 
there was explosive growth in tourist arrivals by sea. 
Cruise-ship arrivals numbered almost half a million in 
2003, representing an 80% increase over the 2002 figure 
and far outnumbering long-stay tourists, of whom there 
were 197,746 in 2002. 


(b) Prices, wages and employment 


The rate of inflation remained practically 
unchanged, edging up from 2.3% in 2002 to 2.6% in 
2003. This behaviour was in keeping with the level of 
economic activity, the monetary liquidity squeeze and 
price stability in the United States. Inflation did not fully 
reflect the rise in the international price of petroleum, 
since the government passed only part of the increase in 
fuel costs on to consumers. 

A breakdown of the price index shows transport 
and communications, the largest category, posting the 
fastest rate of increase (5%), followed by rent, water 
and fuel (3.1%). The latter category was strongly 
affected by the government’s decision to raise the price 
of butane gas and to change the unit of measurement 
for water from gallons to cubic metres. 

The unemployment rate rose from 10% to 13% 
because the labour force expanded by 9%, while 
employment rose by only 5%. Higher output in the 
primary sector (fishing and banana production) did not 
translate into an equivalent increase in job creation. The 
highest levels of employment were found in agriculture, 
commerce and tourism, with job growth of 19%, 17% 
and 11%, respectively. 


(c) The external sector 


Belize’s external position continued to be marred 
by a large current account deficit, which widened from 
17% of GDP in 2002 to 18% in 2003 and could not be 
fully covered by the surplus on the capital and financial 
account, which declined from 17% of GDP to 15% in 
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this period. The consequent loss of net international 
reserves was equivalent to US$ 30 million. 

In 2003 the trade balance failed to make good the 
negative result of the preceding year, as it showed a 
deficit of 21% of GDP for the second year running. This 
was due to a combination of decreased exports from the 
Corozal commercial free zone (-20.7%), which offset 
growth in traditional exports (21.7%), and a higher level 
of imports in line with the expansion of economic 
activity and the increase in the price of petroleum. The 
downturn in free-zone exports, most of which are re- 
exports, reflected the better prices that firms in Mexico 
were able to offer as a result of tax cuts, which diverted 
trade away from Belize. 

Exports were up, buoyed by strong sales of fish 
and shellfish, which rose by 58%. In particular, shrimp, 
which came to represent a quarter of total exports, 
replaced citrus juices as the country’s leading export 
product. Citrus exports accounted for 21% of the total, 
and sustained a drop of 2.4% owing to a decline in 
international prices. Sugar, the country’s third-ranking 
export product, climbed in value (by 7.9%) because of 
a rise in the international price, which was more than 
enough to make up for a 6.6% decline in export volume. 
This performance was partly due to a large jump in 
Belizean sugar sales within its CARICOM exports 
(119%). The banana sector showed signs of recovering 
from the damage caused by hurricane Iris in 2001 
(which resulted in declines of 22% and 57% in 2002 
and 2003, respectively), owing in part to a government 
strategy for enhancing its external competitiveness. 
This strategy includes the introduction of a two-band 
price system and the imposition of fines for the sale of 
low-quality bananas. 

The pattern of goods imports primarily reflected 
petroleum imports, whose value rose by 16% as a result 
of higher international prices; the purchase of equipment 
(10%) for setting up a new telephone company; and the 
expansion of processing plants for citrus fruits and 
shrimp feed. The robust performance of the tourism 
sector boosted the services trade surplus from US$ 53 
million to US$ 74 million. 

The capital account recorded a large outflow of 
resources, amounting to US$ 48 million, as a result 
of the government’s down payment on the purchase 
of shares in BTL. By contrast, the surplus on the 
financial account increased to US$ 192 million, 
mainly as a result of a US$ 100-million bond issue 
and bank loans. 
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exports; the repair of damage caused by the three hurricanes that struck the island in the 


previous biennium; and an upturn in non-sugar agriculture, although the agricultural sector 


as a whole has been hurt by a drought. In particular, the sugar sector, beset by financial 


= constraints and organizational problems, saw a sharp contraction in output. 


GDP growth was close to 4.5% in the first half of 2004, 
but this rate is expected to slow down in the second 
half of the year, for an overall 2004 growth rate of 
about 3%, amid fears of overheating in the external 
sector. At the sectoral level, the sugar industry rallied, 
producing 2.5 million tons and expanding by 15%, after 
the collapse in output observed in the preceding 
harvest. The flow of tourists rose by more than 10%, 
thus increasing the likelihood that the target level of 2 
million visitors will be met this year, after having been 
pushed back by the terrorist attacks of September 2001. 
By the end of 2004 the fastest-growing sectors are 
likely to be international tourism (10%) and mining, 
owing to an increase in oil and gas extraction (7.5%, 
for a total of 4.6 million tons oil equivalent) and nickel 
extraction (7%). Non-sugar agricultural production is 
projected to grow by 3.7% and non-sugar industrial 
production, by 2.5%. Electricity generation is expected 
to expand by 1.6% thanks to full utilization of 
domestically produced crude oil and gas. 

Since the demise of the Council for Mutual 
Economic Assistance (COMECON) more than a decade 
ago, the Cuban economy has been in a process of 
structural reform. The loss of the privileged position it 
enjoyed under that system generated serious 
macroeconomic imbalances that forced the country to 


undertake a far-reaching economic restructuring based 
on a new foundation of openness to foreign direct 
investment, development of the tourism sector, 
expansion of mining activities (nickel and oil) and 
strengthening of goods and services exports in the areas 
of biotechnology and pharmaceuticals. In contrast, the 
restructuring of traditional activities such as the sugar 
industry has made little headway thus far, and the use 
of available resources is still very inefficient. Meanwhile, 
the protracted embargo imposed by the United States 
continues to hobble the country’s development and will 
become even more onerous when new restrictions enter 
into force in the second half of 2004. The embargo’s 
impact has been softened by voluminous inflows of 
family remittances, mostly from the United States, but 
there is no guarantee that these flows will not ebb in 
future years. 

In the last fiscal year the Cuban economy continued 
to be plagued by structural problems such as the shortage 
of foreign exchange, which leaves economic policy little 
room for manoeuvre; the two-tier monetary and pricing 
system; the overvaluation of the official exchange rate 
and the lack of convertibility of the local currency; the 
weak performance of the sugar industry; the inefficiency 
of public entities owing to the slowness of efforts to 
improve business practices; the economy’s dependence 
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on low-value-added exports; the large share of oil and 
food in the overall import bill, which makes imports of 
capital goods for modernizing production less 
affordable; the high import share of tourism services; 
and the decline in the purchasing power of wages in the 


face of high free-market prices. It should be borne in 
mind that wages are related to the official exchange rate 
(one peso to the dollar), whereas prices on unregulated 


markets are linked to the commercial exchange rate (26 
pesos to the dollar). 
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2. Economic policy 


It is estimated that in 2004 the fiscal gap will widen 
slightly (to 3.5% of GDP), but currency in circulation 
(M1) will decline, primarily because of an increase in 
retail sales (5.5%). Prices will probably become more 
unstable in response to the United States government’s 
imposition, in May 2004, of new restrictions on travel 
to the island by United States citizens and on remittances 
by United States residents to relatives in Cuba. In 
addition, the Cuban government raised prices (by an 
average of 15.4%) on fuel and on goods priced in foreign 
exchange, and this move is also likely to generate 
inflationary pressures. 


(a) Fiscal policy 


At 9%, the growth of current income outpaced that 
of capital income (8.8%). Among current inflows, tax 
and non-tax revenues grew at virtually the same rate 
(9%). Among tax revenues, indirect taxes grew the 
fastest (by 10.1%), although direct taxes also rose (by 
7.5%). This reflected higher receipts from circulation 
and sales taxes (9.2%) and from service taxes (19.6%). 
In the case of direct taxes, the biggest increases were in 
receipts from profit taxes (9.1%), personal income taxes 
(7.4%) and social security contributions (5.1%), while 
those from the tax on the utilization of the labour force 
rose moderately (2.9%). 

On the expenditure side, current expenditure 
increased the fastest in the areas of science and 
technology (28.9%), culture and art (21.3%), sports 
(19.5%), education (16.6%) and health (5.6%). Subsidies 
for losses incurred by State-owned enterprises (2.9% of 
GDP) continue to weigh heavily on the budget, having 
shot up by 41.6% in 2003 and 119% in 2002. These 
subsidies are concentrated in the agricultural sector, 
which in the past two years has been crippled by three 
hurricanes and a drought. 

The amount of budgetary resources allocated to 
capital formation was down (-2.3%), but priority was 
given to the construction of housing for the victims of 
hurricanes Isidore and Lili and to the tourism 
development programme. Large slices of investment 
were also earmarked for the strengthening of social 
policy, the sugar industry, forestry developmeni, the 
development of pastureland and shade tobacco, soil 
improvement and waterworks. 

In 2004 current income is again expected to increase 
more than capital income (with upturns of 12.8% and 
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0.2%, respectively). Among current revenues, non-tax 
receipts (13.1%) will probably outpace tax receipts 
(12.8%). Among tax revenues, indirect taxes (18.5%) 
should grow faster than direct taxes (4.3%). According 
to projections, circulation and sales tax receipts will go 
up by 19.8% and service tax receipts, by 6.7%. Social 
security revenues are also expected to increase (6.8%) 
as more workers take part in the programme to improve 
business practices and the tax rate rises (to 12.6%, from 
12% up until 2003). Profit tax receipts should rise by 
about 6% owing to the expansion of the production 
sector. 

On the expenditure side, capital expenditure (26%) 
is projected to rise more sharply than current expenditure 
(11.2%). Current outlays will include disbursements for 
social well-being and assistance (26.1%), education 
(19.2%), culture and art (15%) and health (11.8%) under 
the initiative to strengthen social programmes. 


(b) Monetary policy 


Liquid assets held by the population (M2) 
diminished to 47.5% of GDP, compared to 47.9% in 
2002. This was the result of an increase in fixed-term 
deposits (42.8%) triggered by an upturn in 3-, 6- and 
12-month interest rates, and a 1.1% decline in the 
monetary aggregate M1. Within M1 there was a decline 
in currency in circulation (-4.2%) and an increase in 
regular savings account deposits (2.5%). 

The State received higher monetary income through 
retail sales (14%), electricity services (4.5%) and charges 
for housing, electricity, gas and water (8.5%). It 
increased its outlays on wages, salaries and payments to 
basic units of cooperative production (5.2%) and on 
social security (11%). 

The commercial exchange rate held steady at 26 
pesos to the dollar. At the same time, the official 
exchange rate was maintained at one peso to the dollar. 

The relative price system continued to show 
distortions due to the overvalued official exchange rate, 
deflationary biases, the significant weight of non- 
commercial services, the two-tier monetary and 
exchange-rate system and market segmentation. The 
overvaluation of the official exchange rate discourages 
exports and hurts labour productivity, while the local 
currency’s lack of real convertibility makes the 
competitiveness of Cuba’s goods and services exports 
impossible to measure with any precision. 
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minus net foreign direct investment. 


With respect to monetary policy and economic 
regulation, in mid-2003 foreign exchange was 
concentrated in the hands of the central bank through 
the establishment of exchange controls and the wider 
circulation of the convertible Cuban peso (CUC) in the 
domestic economy. Thus, the CUC was established as 
the only means of payment in which dollar or other 
foreign-currency transactions between Cuban entities 
could be denominated and carried out.! Cuban entities 
were also required to convert all their foreign-currency- 
denominated assets, liabilities and capital accounts into 
CUC at the exchange rate of one CUC to the dollar. The 
assets and liabilities of entities that are wholly or partially 
foreign-owned are exempt from this rule and remain 
denominated in foreign currency. 


(c) Other policies 


The drive to improve business practices continued 
in 2003, extending to some 600 firms, which account 
for almost 20% of the total and contribute 38% of Cuba’s 
business output and 40% of its profits. The country’s 


eee 


1 The term 


Cuban entities that operate in foreign currency, with the sole exceptio 


established under Law No. 77 on foreign investment. 


> Based on figures in local currency at constant 1997 prices. 
© Refers to the capital and financial balance (including errors and omissions), 
Calculated using the official exchange rate of 1 peso to the dollar. 


© Based on figures in local currency at 


leading industries —petroleum, nickel and electricity— 
are participating in this scheme. The idea is to make 
more efficient use of financial, material and human 
resources, and particularly of foreign exchange, and to 
give the firms more autonomy in the management of 
part of their profits. The sugar industry was further 
restructured to cut production costs (in view of falling 
international prices), concentrate production in the most 
efficient refineries and croplands, shift resources towards 
import substitution and develop new sugar-cane 
derivatives. 

Like other countries of the region, Cuba has 
witnessed a gradual downturn in foreign direct 
investment inflows as the divestiture of public entities, 
which began in the early 1990s, has drawn to a close 
and as its structural and institutional reforms have proved 
to be too limited. The number of joint ventures involving 
foreign capital declined to 342 economic partnerships 
in 2003, compared to 403 in 2002. By the end of 2003 
Cuba had signed reciprocal investment promotion and 
protection agreements with 63 countries and double 
taxation treaties with 11 countries. 


“Cuban entities” refers to State-owned enterprises, trading companies that are wholly Cuban-owned, budgeted units and all other 


n of joint ventures and international economic partnership contracts 


292 
3. The main variables 


(a) Economic activity 


Overall supply expanded by 3.2% thanks to an 
increase in imports of goods and services (7.2%), since 
output rose by 2.6%. Demand was up as well, fuelled 
mainly by external demand (7.9%) but also, to a lesser 
extent, by domestic demand (2.4%). Gross investment 
picked up (10%) and consumption expanded (1.3%), 
reflecting higher government spending (2.7%), since 
private spending rose only moderately (0.8%). 

Investment activity gave priority to energy projects 
with rapid returns, the completion of approximately 
2,000 rooms for international tourism, the modernization 
and rehabilitation of nickel plants, the electrification of 
agricultural irrigation systems (in order to save diesel 
fuel) and social programmes. 

The best-performing sectors were international 
tourism (13%), commerce, restaurants and hotels (4.8%), 
government services (4.1%), financial services (4%) and 
electricity, gas and water (3.4%). Mining (3%), 
agriculture (2.6%) and construction (1.1%) recorded 
slower growth, while manufacturing slumped (-2.4%), 
dragged down mainly by the sugar subsector. The sugar 
crop was down by one third (2.2 million tons) owing to 
financial constraints that hampered the purchase of 
inputs for the harvest, organizational problems and bad 
weather conditions. 

In the mining sector, domestic extraction of crude 
oil and gas was up by 4% (4.3 million tons oil 
equivalent), which enabled the country to reduce its oil 
bill (thereby saving some US$ 53 million) and to 
improve the supply of domestically produced fuel and 
electricity to the population. Conversely, nickel 
production shrank (by 4.5%, to 71,700 tons), but the 
estimate for 2004 is 76,000 tons. 

Gross electricity generation grew by 1.3% and 
50,000 additional housing units were connected to the 
grid, with the result that 95% of Cuban households were 
supplied with electric power. In 2003 domestically 
produced crude oil and gas increased enough (by 4.5% 
and 11.7%, respectively) to meet 50% of the country’s 
total energy needs and 90% of the electric power 
industry’s needs. 


(b) Prices, wages and employment 


Inflation plummeted, turning negative in 2003 (-1%) 
after having climbed to 7% in 2002. The unemployment 
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rate declined from 3.3% to 2.3% thanks to the creation 
of 128,122 new jobs, 48% of them in the eastern 
provinces, while the employment rate (employed 
population as a percentage of the working-age 
population) rose to 69%. 

The lack of correlation between wages and free- 
market prices continues to have negative effects, 
including distortions in the agricultural sector due to the 
income differential between subsectors with regulated 
prices and those with unregulated prices; supply 
shortages in non-agricultural free markets; problems in 
returning to a situation where employment is the main 
source of income, thus stimulating labour productivity; 
and difficulties in increasing household consumption. 

In May 2004 the authorities raised consumer prices 
on articles sold in hard-currency shops. These increases 
amounted to about 10% in the case of food items, 
toiletries, cleaning products, children’s footwear, 
cosmetics, home appliances, furniture and mattresses; 
between 12% and 20% for adults’ clothing and footwear; 
and between 5% and 22% for sports equipment and fuel. 


(c) The external sector 


The balance-of-payments current account deficit fell 
from US$ 296 million to US$ 155 million, equivalent 
to 0.5% of GDP, as the net result of a US$ 96-million 
decline in the goods and services trade deficit, a rise in 
net current transfers (to US$ 915 million) and an upturn 
in net factor service payments. The increase in current 
transfers reflected an upsurge in family remittances, 
which totalled some US$ 900 million, or 2.8% of GDP. 
Notwithstanding the high cost of remitting funds, these 
inflows have had a significant impact on the country’s 
financial stability and on household consumption. 

The increase in net factor service payments was due 
both to interest on external liabilities —despite the low 
level of international interest rates— and to the 
repatriation of profits generated by foreign direct 
investment on the island. The size of the negative factor- 
services balance in relation to the Cuban economy (2% 
of GDP) has turned it into a structural balance-of- 
payments problem. Given the acute shortage of foreign 
exchange, this problem makes it necessary to adjust other 
components of the current account, such as by increasing 
exports or curtailing imports. 

The negative balance of trade in goods and services 
again diminished (by 18.6%), as export value (up by 
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18%) rose faster than import value (up by 12%). The 
sale of services abroad, mainly in the areas of tourism 
and telecommunications, increased by 12.8%, although 
transport became more expensive as a result of higher 
fuel and insurance prices. 

The narrowing of the merchandise trade gap was 
due to an improvement in the terms of trade (6.4%), as 
growth in the volume of merchandise imports (7%) 
outpaced the increase in the volume of merchandise 
exports (6%). International prices for the country’s main 
exports (sugar and nickel) rose in response to the upturn 
in global economic activity (especially in the Asian 
countries), which stimulated commodity purchases. 

Export growth was based more on price than on 
volume. Both sugar and nickel were exported at higher 
prices, but the volume of sugar exports went down while 
the volume of nickel exports went up. Non-traditional 
exports grew further, driven especially by high-value- 
added exports such as biotechnology and pharmaceutical 
products. Cuban biotechnology has generated more than 
600 patents for new and innovative products such as 
vaccines, recombinant proteins, monoclonal antibodies, 
medical equipment with specialized software and 
diagnostic systems. In 2003 exports of these products 
increased by 13% and included some new items, such 
as haemophilus vaccine (for the prevention of childhood 
meningitis and pneumonia) and colony-stimulating 
factor and R3 monoclonal antibody (for cancer 
treatment). Sixty more new products were still at the 
research stage and technology transfer operations were 
under way for the construction of production facilities 
abroad. 

External sales of non-traditional products increased 
by 23% in 2003, but accounted for only about one fourth 
of total merchandise exports. 
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Efforts to develop competitive merchandise exports 
continue to come up against obstacles such as high 
production and transport costs, the high prices and poor 
quality of local inputs, the scarcity of integrated 
financing programmes, the difficulty of obtaining bank 
loans, the overvaluation of the official exchange rate, 
cumbersome customs procedures and delays in the 
payment of customs drawbacks. 

In 2003 gross income from international tourism 
rose by 16% after having declined in the preceding 
biennium. The upturn reflected a 12.7% increase in the 
number of visitors (to a total of 1.9 million people) and 
a 4% increase (to 41,600 units) in the number of rooms 
available. Most of these visitors came from Canada 
(23.7%), Italy (9.3%) and France (7.6%). The euro’s 
higher purchasing power helped to boost the number of 
visitors from European countries (by 6.5%). 

The import substitution process made it possible 
to reduce the oil bill and increase the proportion of 
Cuban inputs for international tourism (69%, compared 
to 68% in 2002) and Cuban products sold in dollar 
shops (49%). 

Purchases of food and agricultural products from 
the United States amounted to US$ 344 million in 2003, 
compared to US$ 165 million in 2002. Better prices were 
obtained in view of this supplier’s geographical 
proximity. 

The capital account showed a surplus of US$ 200 
million, which was enough to finance the current account 
deficit and slightly swell international reserves (US$ 45 
million). Lastly, the external public debt stock (US$ 11 
billion, or 34.8% of GDP) increased marginally because 
the euro and the yen, in which most of Cuba’s liabilities 
are denominated, appreciated somewhat against the 
dollar. 
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E -dollarization and capital flight. Nonetheless, economic helped contain exchange-rate and financial volatility. 
ee activity did not contract by as much as expected owing The authorities did not meet the targets set, however, so 
to the recovery of exports and tourism, and to the growth the agreement was suspended in September. In February 
7 of family remittances from abroad. On the other hand, 2004 it was renewed, but in May it was broken off again. 
__ domestic demand fell sharply, so that the balance-of- The February review of the agreement forecast a 1% 
is payments current account moved from deficit to an decline in economic activity for 2004 owing to the large 
Z unprecedented surplus. Even so, international reserves fall in domestic demand, even as external demand, and 
were severely depleted at year’s end. particularly tourism services, continued to grow. 
The authorities adopted strong stabilization Inflation to December was expected to be 35%, a figure 
measures and the deterioration of the banking system that was almost reached in the first half of the year alone, 
was halted by injecting funds into struggling banks. From with a current-account surplus of 4.5% of GDP and a 
August onward these measures were brought into the smaller deficit for the consolidated public sector of 3.8% 
framework of a drawing rights agreement signed with of GDP. 
2. Economic policy 
Highly restrictive fiscal and monetary measures complicated by the rise of world oil prices and 
continued in the first half of 2004 in a context of expectations of rising international interest rates. 


The new government that will take office in August 
2004 faces enormous challenges: shoring up the 
agreement with IMF, restoring confidence, stabilizing 


uncertainty, volatility and low confidence, compounded 
by the electoral turmoil surrounding the run-up to the 
May presidential election. The economic picture was 
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the exchange rate, reducing inflation and neutralizing 
the impact.of a large volume of investment certificates 
issued at very high interest rates. It is also going to have 
to conduct a far-reaching fiscal reform to make the public 
finances sustainable and solve the chronic financial crisis 
of the electricity sector, which has a large generating 
deficit. 

The drawing rights programme agreed with IMF in 
August 2003 and renewed in February 2004 established 
the framework for economic policy, the main aims being 
to safeguard the stability of the banking system, 


normalize the currency market and control inflation. In 
addition to economic performance targets, it included a 
set of measures to enhance prudential supervision and 
regulation, strengthen the public finances and monetary 
discipline and establish a flexible exchange-rate regime. 
The agreement meant that US$ 120 million of the 
US$ 600 million promised could be disbursed in 2003. 
Nonetheless, the pact has been in force only for brief 
periods, remaining basically suspended during the first 
half of 2004 because the goals and commitments agreed 
upon had not been met. 
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(a) Fiscal policy 


The public-sector deficit rose considerably in 2003. 
The quasi-fiscal deficit reached 2.5% of GDP, owing to 
Central Bank intervention in the banking system, while 
the non-financial public-sector deficit rose to 4% of 
GDP. The strain in the public finances has carried over 
into 2004, with the quasi-fiscal deficit expected to rise 
by 3.9% of GDP. As a result, efforts to increase revenues 
and restrain spending in the rest of the public sector have 
intensified. 

Despite the strong downward pressure on spending 
and the establishment of different temporary taxes in 
2003, the central government recorded a deficit of 3.8% 
of GDP on an accrual basis, as against 2.7% in 2002, 
although in cash terms it had a surplus of 1% and 0.1%, 
respectively. The abrupt fall in domestic demand led to 
revenues falling in real terms, and as a percentage of 
GDP (from 16.8% to 15.8%). Direct and indirect tax 
revenue declined by 1.5% and 11.5%, respectively. This 
was partly due to the devaluation of the peso and large 
falls in imports subject to duty, even though revenue- 
raising measures included a surcharge of 10% on imports 
with an additional 2% from July, and an increase in 
foreign-exchange commission from 4.75% to 10%. In 
August 2003 a 5% tax was also levied on exports, while 
the fuel tax was indexed from October so that it no longer 
lagged inflation. 

As for spending, this was cut severely in cash terms 
(from 16.8% of GDP in 2002 to 14.9% in 2003), but on 
an accrual basis it remained practically unchanged at 
18.4% of GDP, the difference being accounted for by 
delays in the payment of interest and other capital 
expenditure. Current spending other than debt servicing 
was cut by 8.1% in real terms, while effective interest 
payments increased by 40.3%. Capital expenditure fell 
by 32.6%, excluding so-called expenditure in kind, 
although a number of infrastructure projects were carried 
through, including some connected with the pan- 
American games. 

Because of the large increase in total interest 
payments due in 2004 (estimated at 6.2% of GDP), 
Congress passed new emergency measures in late 2003. 
The temporary taxes and surcharges adopted in 2003 
were renewed, and the selective taxes on alcohol and 
tobacco consumption were raised by 30%. The electricity 
subsidy was also revised, with rates being increased for 
commercial users and higher-income households, 
although tariffs for small users remained unchanged. 

During the first five months of 2004, although fiscal 
revenues were stronger than expected, growing by more 
than inflation, rising international oil prices and a weaker 
exchange rate than originally forecast caused spending 


297 


+ 


to increase, as subsidy costs were higher. The intention 
is to hold social spending at about 7% of GDP, chiefly 
thanks to IDB loans, despite the strict adjustment planned 
for the current year. The banking crisis that broke out in 
the first quarter of 2003 as a result of fraud at a large 
bank and two smaller ones virtually doubled the public 
debt, including that of the Central Bank, which rose to 
56.8% of GDP and placed the sustainability of the public 
finances in jeopardy. External debt rose to US$ 5.9 
billion, US$ 1.36 billion more than in 2002, owing to 
the issue of US$ 600 million worth of sovereign bonds 
in January, disbursements by multilateral institutions and 
the external debt of the electricity companies acquired 
by the State. Lastly, the issuing of Central Bank 
investment certificates increased the domestic public 
debt from 4.7% to 18.9% of GDP in the same period, 
and interest payments on these rose to 4.6% of GDP 
from the previous 1.2%. 

In March 2004, the authorities approached the Paris 
Club for a rescheduling of arrears and current-year 
payments totalling about US$ 200 million, but there is 
still a large financing gap. The government’s debt 
servicing arrears and fragile financial position caused 
Dominican bond prices to collapse in the international 
market and the country’s sovereign risk rating to be 
downgraded. 


(b) Monetary policy 


In 2004 the Central Bank continued with its efforts 
to reduce liquidity by imposing a 5% investment ratio 
on the banking system and by raising interest rates. The 
interest-bearing deposit rate reached 50% and the 
Lombarda lending rate reached 60%, while the rate at 
which investment certificates were sold averaged 59.4% 
in May. 

In addition, the regulatory framework was 
strengthened as part of the agreements with IMF, the 
main measures being new regulations on the liquidation 
and winding-up of financial institutions, the contingent 
fund, the lender of last resort, capital adequacy and 
related-party credit. 

The extraordinary support provided to troubled 
banks in 2003 resulted in a massive issue of investment 
certificates to contain the impact on liquidity. The value 
of outstanding certificates rose from 6.905 billion pesos 
in late 2002 to 60 billion pesos in 2003, and then to 
almost 81 billion pesos in April 2004. A high percentage 
of certificates had maturities of less than a month and 
interest rates on them rose from 28% in August to 31% 
in December, before reaching 60% at some auctions in 
June 2004, as a result of which the quasi-fiscal deficit 
of the Central Bank rose steeply. 
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Current account balance -183 -213 -163 -338 -429 -1027 -741 _ -798 
Merchandise trade balance -1391 -1674 -1995 -2617 -2904 -3742 -3503 -3673 
Exports, f.o.b. 3 780 4 053 4614 4981 Sloe S7ar 5 276 5 165° 
Imports, f.o.b. 5 170 527 6 609 7 597 8 041 9 479 8779 8 838 
Services trade balance 985 1019 275 1 182 1602 1 854 1 826 1,757 
Income balance -769 -125 -795 -890 -975 -1041 =1092. =1-152 
Net current transfers 992 1 168 e52 1 987 1 848 1 902 2 028 2 269 
Capital and financial balance 4 f 329 IS 254 350 581 978 1 256 243 
Net foreign direct investment 414 | 97 421 700 1 338 953 1079 917 
Financial capital ® -85 76 -167 -350 -757 25 177 -674 
Overall balance 146 -40 91 tal 151 -48 515 -555 -453 
Variation in reserve assets f -131 15 -40 -98 -194 70 -519 oes 352 
Other financing 9 -15 25 -51 87 42 -22 4 28 101 
Other external-sector indicators 
Terms of trade for goods 
(index: 1997=100) 98.0 95.8 100.0 VOle = 101s 100.0 101.5 100.9 100.0 
Net resource transfer (% of GDP) -3.8 -4.0 -3.9 -2.9 -2.0 -0.4 0.8 -4.4 -14.2 
Total gross external debt : 
(millions of dollars) 3 999 3 807 SB O72 3 546 3 661 3 682 4177 4 538 5 899 | 


Total gross external debt (% of GDP) 33.5 28.6 23.7 22.4 21.1 18.8 19:6 21.3 34.1 
Net profits and interest (% of exports)" -14.1 “12.3 -11.9 “12.7 -13.4 “13.1 -14.8 -17.6 -17.9 
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MR a oe Percentages of GDP... aumninin bactarcns) <a sagem enemy | 
___ Central government (accrual basis) Se iis Sa Umi ics. it ment 
_—- Currentincome __ 15.2 14.2 15.9 159. 56.  158-— 163 (6a ests 
Current expenditure 8.3 BB NS) OT eee S11 Be 
_ Current balance 6.9 5.3 4.4 4.2 3.4 4.0 45 4.5 41 
Net capital expenditure 6.5 6.8 5.7 47 52 iP sori op ie Go 6. 
a Primary balance 1.2 -0.7 -0.8 -0.2 14 “1.2 “TS 1A ee) 
Overall balance O:1! 5 64.6 Gest -1.6n¢> s1e0rst 1:8 se geeelineee eae Ceo 
Public debt - b na x a aa a5 ; és 
Ly External 33.5°°"='28.6°"" 23.7°°" “22.58 520.9) M8.7 =F 9Gen none mmrars! 
oh Interest payments (% of current income) 7.1 6.5 4.8 4.5 “45 §.3 a2 ThA} 11.6 
% Money and credit ™ 
Domestic credit " B28 $25.8 P25 Ae M20 eta OH Baio" Boden Cole ma Oe 
To the public sector 0.2 es Bs 1.0 1.7 2.0 1.8 2.2 2.6 
To the private sector 22.6 Uo C8 Tu 2A. 2eq het A 20.3% - 312.650 /Ge 96.4 meron 
Money stock and local-currency 
deposits (M2) 2550 ode (25.05 O67 28.7 29.8" ee oe oA eee 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

2 Preliminary figures. © Based on figures in local currency at constant 1978 pesos. © Based on figures in local currency at current 
prices. 9 Includes errors and omissions. © Refers to the capital and financial balance (including errors and omissions), minus 
net foreign direct investment. A minus sign (-) denotes an increase in reserves. 9 Includes the use of IMF credit and loans and 
exceptional financing. 4 Refers to net investment income as a percentage of exports of goods and services as shown on the 
balance of payments. i Economically active population as a percentage of the working-age population. iUnemployed population 
as a percentage of the economically active population, nationwide total. k 90-day certificates of deposit. 'Referential average 
rate. ™ The monetary figures are annual averages. " Refers to net credit extended to the public and private sectors by 
commercial banks and other financial and banking institutions. 


Restrictive policies were adopted against a background which introduced distortions into the monetary 
of large-scale capital outflows, currency depreciation and aggregates). Owing to the increasing uncertainty, 
high inflation. The legal reserve was raised from 17% to dollarization accelerated so that the proportion of 


dollarized financial assets and liabilities in the multiple 
banking system rose to 35% and 36.4% of the respective 
totals. This tendency continued in 2004. 

As an annual average, bank deposit rates rose by 
almost four points from their 2002 level to reach 20.5% 
in 2003, while lending rates increased by almost five 
points to 31.4%. In real terms, however, both rates were 
negative, so the authorities agreed on measures to raise 
them in 2004. 


20% for local-currency deposits, from 12% to 20% for 
foreign currency and from 10% to 15% for non-bank 
institutions. Limits were also placed on private credit. 
Notwithstanding, the money supply rose by almost 
8% in real terms, while cash held by the public increased 
by 13.7% and the broader monetary aggregates (M2 and 
M3) expanded by about 20% in real terms (it must be 
noted that in 2003 the assets and liabilities concealed 
by the fraudulent banks were included in the accounting, 
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156 9 17.1 0 268 274 458 51.6 


Sovereign bond spread (basis points) 342.2 4046 0.0 537.6 526.4 836.5 847.3 1572.1 1968.4 2566.8 
Domestic credit® ———< : ~~ str 
(variation oemeame quarter of preceding year) 2157 23.404 169.4187 Fiz2° “399 42.4 30.9 375 265 * 
Non-performing loans as a percentage 

of total ea 9 a a ou 3.1 6.2 5a. © 62 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
> Based on figures in local currency at constant 1978 prices. : 

© Refers to credit extended to the public and private sectors by commercial banks and other financial 
9 Refers to total credit extended by the consolidated financial system. 


4 Preliminary figures. 
loans, multiple banks. 


and banking institutions. ‘Data up to April. 


(c) Exchange-rate policy 


As uncertainty increased, currency volatility and 
depreciation intensified considerably in the first quarter 
of 2004. Nonetheless, the exchange rate tended to 
stabilize in the second quarter owing to the improving 
external financial position and renewal of the agreement 
with IMF in February. 

_In 2003, owing to the pressure placed on the 
currency market by capital outflows, the peso 
depreciated abruptly against the dollar, with an 
average annual devaluation of over 34% in real terms. 
Towards year’s end the authorities adopted a flexible 
currency regime, subject to occasional interventions 
by the Central Bank to avoid excessive fluctuations. 
In addition, they unified the market by transferring 
payments for oil imports, a process which was 
completed in the early months of 2004 with the 


° Average of reference rates. | %90-day 
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inclusion of official foreign debt payments. In 
February 2004, the Monetary Committee of the 
Central Bank approved currency market regulations 
that lay down rules, policies and procedures for 
currency transactions. 


(d) Trade policy 


In November 2003, the Dominican Republic 
commenced negotiations with the United States on a Free 
Trade Agreement (FTA), and these concluded in March 
2004. The documents are expected to be put to the 
respective congresses for approval in the second half of 
the year. The FTA with the United States is expected to 
bring the greatest benefits to the export processing zones 
that generate 80% of the country’s exports, and this is 
important given the huge competition faced by this sector 
in the United States market. 
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3. The main variables 


The pick-up in external demand (8.2%) after two years 
of decline and the steady growth of family remittances 
were not enough to cushion the sharp contraction of 
private consumption (-9.1%) and the fall in investment 
(-12.6%) resulting from credit restrictions, higher 
interest rates, devaluation and the climate of uncertainty. 
Although productive activity recovered in the fourth 
quarter of 2003, in the first quarter of 2004 it was 
virtually stagnant (-0.2%). 


(a) Economic activity 


Goods production contracted considerably (-4.1%), 
while service activity grew slightly. Construction 
contracted by 8.5% and agriculture by 2.9% as crop 
production fell, in part because of the severe damage 
caused by heavy flooding at year’s end. Manufacturing 
output fell by 2.7% owing to the downturn in the sugar 
sector, although activity increased in the export 
processing zones (3.4%) and there was an upturn in the 
finance, insurance and services sector (2%). The 
electricity, gas and water sector shrank by 8.5%, against 
the background of a chronic electricity generation 
shortfall. Higher international prices for nickel-iron 
revived mining, which grew by 8.7%, while government 
services and telecommunications, storage and 
communications also progressed, although at a much 
slower rate than in the past. Commerce slumped by 
12.4%, although hotels, bars and restaurants grew by 
29.6%. 


(b) Prices, wages and employment 


In 2003, owing to the devaluation of the peso and 
higher oil prices, the country experienced its highest 
inflation (42.7% from December to December) in over 
a decade. The sharpest increase were seen in transport 
(66.7%), while increases in the food and health-care 
industries were 51.1% and 30.8%, respectively. Price 
adjustments for wearing apparel and footwear, furniture 
and accessories, and education lagged much further 
behind. . 

In the first five months of 2004, consumer prices 
rose (28.5%) as the currency depreciated. The highest 
price rises were for food, beverages and tobacco, and 
for transport. 

This high inflation meant that real wages fell 
sharply, despite nominal increases. Thus, wages fell by 
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17% in large enterprises, 12% in medium-sized and small 
ones and 9.1% in export processing zones. The 
authorities expect to raise the wages of public-sector 
employees in the second half of 2004. 

The decline in economic activity caused the 
employment rate to fall from 46.2% to 45.2%. Since the 
global participation rate also fell (from 55.1% to 54.3%), 
the impact on unemployment was moderate. The open 
unemployment rate rose from 5.9% to 6.5%, while the 
broader unemployment rate increased to 17%. 


(c) The external sector 


In 2003 the country ran an unprecedented balance- 
of-payments current-account surplus of 5.1% of GDP 
(for the present year, the authorities believe the surplus 
could be 4.5% of GDP). The collapse in domestic 
demand led to a fall in imports and thus an improvement 
in the trade balance, while a growing influx of tourists 
yielded a larger surplus in the services balance. 
Furthermore, family remittances continued to grow 
(5.1%). Sovereign bond issues totalling US$ 600 million 
on international markets, together with disbursements 
by external financial organizations, were not enough to 
prevent a drop in international reserves for the second 
year running. In fact, the figure at year’s end was US$ 
124 million, one of the lowest levels of recent times. 
The first quarter of 2004 saw a slight recovery. 

After two years of decline, goods exports recovered 
by 5.3%. Exports of local products rose by 22.8%, 
largely owing to sales of nickel-iron (52.8%), whose 
international price increased, although sales of coffee 
and cacao also improved, as did those of various non- 
traditional products (15.5%). Shipments from export 
processing zones, accounting for 80% of the total, grew 
by amere 1.9% to US$ 4.399 billion. Exports of wearing 
apparel and footwear (about half of the sector) declined 
by 1.5%, while the remaining categories grew by 6.2%, 
the best performers being electronics (16%) and 
pharmaceuticals (4%). 

The downturn in consumer and investment spending 
caused imports to decline by 10.8%, the largest falls 
being experienced by consumer goods (-18.5%) and 
capital goods (-27.5%). Meanwhile, purchases of inputs 
fell by 8.6%, while the oil bill rose by 10% owing to 
higher international prices. 

The traditional surplus in services widened as 
tourism revived (23%) owing to recovery in the 
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_ The economic decline was reflected in lower tax receipts, 
which, together with a smaller inflow of grants under 
the Heavily Indebted Poor Countries (HIPC) Initiative, 
led to a widening of the fiscal gap from 5.8% of GDP in 
2002 to 9.1% in 2003, including grants. The government 
financed the imbalance with external resources, which 
swelled the country’s external debt stock. 

The downshift in economic activity, combined 
with the monetary policy stance (which helped to keep 
real interest rates stable), contributed to the stagnation 
of demand for credit. This raised the banking system’s 
liquidity levels and enabled the financial system to 
increase its net external assets and holdings of treasury 
notes. 
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a Economic policy 


(a) Fiscal policy | 


The central government deficit, excluding grants, 
was slightly larger than the one posted the preceding 
year, as it rose from 14.3% in 2002 to 14.9% in 2003. 
This was because both the tax burden and public 
spending stayed at their 2002 levels (28. 7% and 46.1% 
of GDP, respectively). 


In consonance with the prevailing macroeconomic 
environment, inflation declined from 6.2% to 4.9% and 
the nominal exchange rate remained unchanged. 

On the external front, Guyana succeeded in lowering 
its balance-of-payments deficit from 3.5% of GDP in 
2002 to 3% in 2003, thanks to the reduction of the current 
account deficit and, in particular, to the slow growth of 
imports, since the capital account balance worsened. 

An upturn in economic growth (to 2.5%) is foreseen 
for 2004, stimulated by improvements in all sectors of 
activity except mining and quarrying. Inflation is expected 
to be in the 4%-to-5% range. The fiscal deficit will 
probably widen slightly, while the balance-of-payments 
current account deficit should stand at about 15% of GDP. 


Revenues reflected the sluggish growth in their 
components as a result of the stalled economy. Thus, 
receipts from taxes on income, consumption and 
international transactions varied by 2.9%, 4.2% and -4.8%, 
respectively. 

The tax reforms initiated in 2003 were not reflected 
in the fiscal accounts, but the authorities predict that their 
effects will be felt in fiscal year 2004. Two notable 
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eed of ee nente ( 
Current account balance “aie 69 aa Lie i Be. ' (eee eal 5 
Merchandise trade balance 41-20 -48 -80 
Exports, f.0.b. 496 575. 593 oe 525-805 ‘ _ 495 
Imports, f.o.b. 537 595 642 601 550) ae oCoNee 584 563 
Services trade balance -38 -23 S20 -32 -31 pvt -20 0 
Income balance -118 -67 -80 -60 -61 -58 -64 -55 
Net current transfers oe Ge 44 40 44 39 47 44 40 
Capital and financial balance ® ae cP) 81 — i@) 89 100 156 160 82 
Net foreign direct investment 74 59 52 44 46 67 56 een 
Financial capital Md 22 58 45 54 88 104 Se 
Overall balance -43 12 -2 -13 22 40 26 -25 
Variation in reserve assets ' 1 -14 3 23 -11 -24 -10 -4 
Other financing 42 2 -1 0, -10 ~ -16 -16 29 


Other external-sector indicators 
Total gross external debt 
(millions of dollars) 2 058 1 537 1513 1 516 1210 1195 T193n 1246 
Total gross external debt (% of GDP) 391.2 263.9 242.8 276.9 207.8 204.2 201.3 165.2 


Prices 
Variation in consumer prices 
(December-December) 8.1 4.5 4.2 4.7 8.7 5.8 15 SEG 
Variation in nominal exchange rate 
(December-December) -1.6 0.6 1.8 14.0 10.2 2.4 2.6 1.2 
Small savings rate (real) 8.1 7.4 Waa 6.7 eo 6.9 6.6 4.0 
Real lending rate (weighted) Tea Wee? 17.6 eS 16.4 ue. y 17:3 15.9 


Millions of Guyana dollars 
Central government 


Current income 29496 35117 34083 33121 386839~ 41335 41427 44584 
Current expenditure 23775 23944 28081 30195 31840 40646 47054 48153 
Current balance Sete till a4 6 002 2926 4999 688 -5627 -3 568 
Net capital expenditure 8608 12761 13631 10244 F431, MOMs32 8524 15703 
Primary balance ae a ee a: as . 2463 -8 564 
Overall balance “2886 -1587 -7629 -7.S17-0 =2.401e-916485 -144151 -19 274 


: Percentages of GDP 
Money and.-credit 


Domestic credit 44.6 56.9 64.7 71.6 69.2 70.1 74.1 57.6 75.1 
To the public sector 20.3 19.4 Wise 15.8 12.9 12.3 16.0 13.0 24.1 
To the private sector 24.3 37.5 47.5 55.8 56.2 57.8 58.1 44.7 Siva 
Money stock and local-currency 
deposits (M2) 55.9 58.1 60.3 63.6 62.3 65.7 69.7 70.9 73.8 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

@ Preliminary figures. > Based on figures in local currency at constant 1988 prices. ° Includes electricity, gas and water and 
transport, storage and communications. “Includes retail commerce, restaurants and hotels: financial institutions, insurance and real | 
estate; and social and personal services. Includes errors and omissions. ‘A minus sign (-) denotes an increase in reserves. 
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developments were the adoption of the Fiscal Enactment 
(Amendment) Act, which eliminated discretionary 
exemptions except on humanitarian grounds, and the 
introduction of a tax on professional services. The scope 
of the 10% tax on hotel activity was expanded to include 
the services offered by such establishments. Lastly, the 
taxable income threshold was raised from 216,000 to 
240,000 Guyana dollars (G$) per year. 

_ Public expenditure reflected higher payroll outlays 
as a result of compensation payments to laid-off workers 
in the bauxite industry, as well as an increase in 
government procurement of goods and services (from 
7% of GDP in 2002 to 8% in 2003). These upturns were 
offset by a reduction in interest payments from 7.7% of 
GDP in 2002 to 6.1% in 2003. 

The increase in capital outlays from 11% to 12% of 
GDP over the same period was attributable to 
infrastructure upgrades, including the rehabilitation of 
the airport runway and the modernization of the drainage 
and irrigation system in the agricultural sector. 

Bearing in mind that grants received under the HIPC 
Initiative declined from G$ 8.701 billion to G$ 5.75 
billion owing to a change in the method of calculating 
debt relief, the central government deficit grew from 
5.8% to 9.5% of GDP and was covered using external 
resources. This raised the level of public debt, which by 
the end of 2003 had climbed to 172% of GDP (as against 
169% in 2002), increasing concerns as to its 
sustainability. 

In 2004 it is expected that the central government 
deficit will shrink to 10% of GDP and that tax revenues 
will remain at 31% of GDP. Total expenditure is likely 
to increase by more than one percentage point of GDP 
as a result of higher capital outlays. 


(b) Monetary and exchange-rate policy 


In 2004 monetary policy has continued to exhibit 
the stance adopted the preceding year. In 2003 
commercial banks took a cautious approach to their 
operations, and this, together with the weak economy, 
enabled them to maintain the same level of liquidity as 
in 2002. Free reserves amounted to nearly half the level 
of required reserves, while the ratio of liquid assets to 
deposits, which stood at 45% in December 2002 and 
December 2003, increased to 47% in March 2004. 

Nominal interest rates, which subsided from 17.2% 
to 16.7% between December 2002 and December 2003 
(weighted prime rate) and from 16.8% to 15.6% over 
the same period (weighted lending rate of commercial 
banks), descended in line with the downturn in inflation. 
In real terms, these rates did not change, holding steady 
at 11% and 10%, respectively, in 2002 and 2003. The 
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demand for credit contracted by 18% because of slower 
activity in most production sectors; for example, the 
demand for loans slumped by 48% in agriculture, by 
15% in manufacturing and by 12% in mining. 

In these circumstances, private banks used their 
liquidity to buy government paper and to build up their 
external assets, with the result that holdings of treasury 
bills increased from G$ 23 billion in December 2002 to 
G$ 32.248 billion in December 2003 and to G$ 37.767 
billion in March 2004, an increase of 35%. The financial 
system’s net external assets shot up by 71% (by 43% 
between March 2003 and March 2004), while the 
commercial bank share rose from 24% to 34% (and to 
36% in March 2004). 

The bigger supply of government securities pulled 
down interest rates. Discount rates on 91-, 182- and 364- 
day treasury bills went from 3.91%, 4.12% and 4.91% in 
December 2002 to 3.40%, 3.37% and 4.01%, respectively, 
in December 2003. The increase in net external assets and 
the decline in the financial system’s net credit to the 
economy (-8%) were reflected in the rates at which narrow 
and broad money expanded (16.8% and 8.3%, 
respectively). 

The nominal exchange rate showed a marginal 
depreciation of 1.3% in relation to the United States 
dollar, moving from G$ 191.75 to the dollar in December 
2002 to G$ 195.50 in December 2003 and G$ 196.97 in 
March 2004. The stronger demand for foreign exchange 
fuelled operations equivalent to US$ 2.3 billion, a large 
proportion of which were effected through exchange 
bureaux. The central bank did not intervene in the 
foreign-exchange market. 


(c) Other policies 


The macroeconomic stance was complemented by a 
series of programmes and reforms designed to improve 
the country’s institutional framework. With respect to the 
financial system, a consultation process was begun with 
a view to setting up an insurance plan to protect savers in 
the event that financial entities became insolvent. The 
privatization of the Guyana National Cooperative Bank 
relieved the national treasury of the financial burden 
represented by the deficit that the Bank had accumulated. 

In addition, the government devised a plan of action 
with the Caribbean Regional Technical Assistance 
Centre (CARTAC) for the establishment of a value 
added tax in the medium term. Lastly, the issue of public- 
sector modernization was addressed through the Fiscal 
Management and Accountability Act, which provides 
the authorities with an updated legislative framework 
for the administration of public finances, including 
provisions for enhancing the efficiency and transparency 
of administrative practices. 


were up eat Both of these eet ennibitderions 
shortcomings i in the areas of productivity and quality 
management. Livestock production and forestry 
expanded by 3.3% and 2%, respectively. 

For 2004 the authorities project an increase in sugar 
production, to 450,000 tons. In addition, the new factory 
in Skeldon, which is due to come on stream in the course 
of the year, is expected to help slash production costs 
from US$ 0.17 to US$ 0.9 per pound by 2007. 

Mining and quarrying decreased by 6.9% in 2002 
and 8.7% in 2003, reflecting a decline in gold production 
(-14%) notwithstanding the rise in international prices. 
This situation was due to the depletion of exploitable 
reserves in the Fennell mine. Meanwhile, the output of 
the Omai and other mines registered drastic downturns 
of 16% and 10%, respectively, also owing to the 
depletion of resources. The low output of gold was partly 
offset by an increase in diamond production (66%) for 
the third straight year. Bauxite production also expanded 
(6.5%), as a result of strong external demand that was 
led by China and sustained by a shortage of the mineral 
due to the war in Iraq. 

According to forecasts, the value added of mining 
and quarrying could decline by about 3% in 2004 
because of lower gold and bauxite output. This is likely 
to be partly offset by a further increase in diamond 
production. 

The authorities have begun to apply a strategy of 
restructuring and privatizing certain State-owned 
companies in the mining sector. Linden Mining 
Enterprises Ltd. (Linmine) will be taken over by private 
interests in 2004, thus opening up investment 
opportunities in this sector. In addition, the government 
intends to form a joint venture with Russian Aluminium 
(RUSAL) to increase aluminium production. Guyana 
will also benefit from the construction of an aluminium 
smelter in Trinidad and Tobago. 


mieten is sabi conta 
2004 (of just 1. 5%), srl ly in beverag 
and wood processing. se A BOB) 22 
A public investment programme geared to ripe” 
the country’s infrastructure boosted the output of the 


~ construction sector by 5.6%. The service sector grew by 


2.1% thanks to higher output in all branches of activity, 
especially government services. The telecommunications 
sector showed a 5% expansion, which is attributed to the - 
more widespread use of cellular telephones. 


(b) Prices and wages — 


Notwithstanding the rise in international oil prices, 
inflation declined from 6.2% in 2002 to 4.9% in 2003, 
in keeping with the slowdown in economic activity. A 
breakdown of the price index shows that the transport 
and communications component recorded the biggest 
increase (8.7%), reflecting the rise in international fuel 
prices and the high tariff rates applicable to fixed and 
cordless telecommunications. 

The government kept its promise to raise civil- 
service wages and salaries by 5% for a third consecutive 
year, and increased the minimum wage from G$ 21,047 
to G$ 22,090. 


(c) The external sector 


The overall balance-of-payments position was 
negative (-1.3%), but represented an improvement over 
the deficit recorded in 2002 (-3.5%). This was the result 
of a declinein the current account deficit, which narrowed 
from 14.6% of GDP in 2002 to 11% in 2003, since the 
capital account surplus shrank from 11.8% of GDP in 
2002 to 10.6% in 2003. The balance-of-payments deficit 
was financed with resources from the HIPC Initiative, 
which enabled the central bank to accumulate net external 
assets equivalent to US$ 1 million. 
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country and power passed toz a transition team headed by President Boniface Alexandre 29 


February) and Prime Minister Gérard Latortue (10 March). In May, further problems were 


caused by severe flooding that affected the south-east of the country, with heavy loss of 


ten life. 


_Under United Nations Security Council resolution 1529 


of 29 February 2003, a Provisional Multinational Force 
headed by the United States was established in the 
country. This force was replaced by the United Nations 
Stabilization Mission in Haiti (MINUSTAH), created 
by virtue of resolution 1542 of 30 April 2003, which 
began deploying on 1 June. 

In 2003, Haiti’s gross domestic product (GDP) grew 
by a bare 0.4%, so that per capita output fell by 1.4%, the 
fourth consecutive year of decline.! External demand 
picked up considerably (9.6%), but private consumption 
declined somewhat, so that domestic demand remained 
virtually unchanged (0.6%) despite a small rise in 
investment (3.7%), mainly on public works. In January 
2003 inflation accelerated sharply, but it subsequently 
eased. Meanwhile, external financing came to a virtual halt 
in the early months of the year, before resuming in July. 
The exchange rate weakened sharply in the fourth quarter 
of 2002 and the first quarter of 2003 (47%), but this 
tendency halted and even reversed to a considerable degree 
in 2004. 


T 
of the current year. 


The priorities for 2004 are to deal with the 
humanitarian emergencies produced both by the recent 
crises and by the worsening of the situation caused by 
cutbacks in donations and support programmes during 
the last three years. The socio-political instability that 
prevailed during the January-March period will certainly 
affect the results for the year as a whole. The growth 
prospects of the economy are difficult to predict owing 
to the recessionary effects of the political upheaval, the 
consequences of the May flooding and the uncertainty 
about what sums will actually be disbursed by external 
cooperation agencies in what is left of the fiscal year. 
To date, about US$ 185 million in donations and a net 
US$ 30 million in loans have been committed. In the 
light of the new political environment, the main financial 
organizations and donors (bilateral and multilateral) have 
expressed a desire to work out agreements at the meeting 
they will be holding with the country’s authorities in 
July 2004. In any event, the effects of this will be seen 
in the 2004-2005 fiscal year. 


The analysis covers the 2003 and 2004 fiscal years. A fiscal year is the period of 12 months from October of the previous year to September 
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


* December-December variation. 


_ The public sector has put the direct damage caused 
by the February-March disturbances at 5.966 billion 
gourdes (about US$ 147 million), while the private 
business sector has assessed its losses at about US$ 60 
million, the equivalent of 5.5% of GDP. However, this 
does not include other adverse effects on a large part of 
the population: lower incomes, higher living costs, the 
worsening humanitarian emergency in a country where 
some 3 million people are in receipt of emergency 
assistance, and the damage caused by the flooding. 


There is uncertainty about the outcome of the 
policies implemented to repair the damage. As a result, 
GDP growth forecasts for the 2003-2004 fiscal year are 
uncertain, but in any event they will be very 
unfavourable. Some estimates are for a decline in output 
of up to 5%. Whether or not expectations improve will 
largely depend on how effective the emergency measures 
are, on whether external cooperation flows are fully 
restored, and on whether greater macroeconomic 
stability is achieved over the coming months. 
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2. Economic policy 


The agreements that the authorities signed with the 
International Monetary Fund (IMF) in June 2003 
included four lines of action: fiscal adjustment to reduce 
the public-sector deficit, monetary policy to reduce 
inflation and stabilize the exchange rate, economic 
governance measures (fiscal and budgetary discipline, 
particularly cuts in discretionary public-sector spending 
accounts), and payments on debts to international 
financial institutions.” 

These objectives were partially met in an initial stage 
(April-September 2003), but in a second stage (October 
2003-March 2004) they were not, owing to public 
spending growth and the political and social events in 
the country from February onward. 

During 2003 the fiscal deficit rose to 3.1% of GDP, 
but discretionary operations (advances on the current 
account), while substantially reduced during the last 
quarter, represented 25% of total central government 
spending. Meanwhile, payments on the external debt 
were made only to the Inter-American Development 
Bank (IDB). Payments could not be made to the World 
Bank, the country’s main creditor. 

The government that took power in March 2004 has 
focused its provisional administration, firstly, on 
responding in the short term to the emergency situation 
and, secondly, on establishing the medium- and long-term 
measures needed to deal with the crisis it has inherited. 

The authorities, civil society, business and different 
international institutions have agreed a Cadre de 
coopération intérimaire (CCI, Interim Cooperation 
Framework) to identify needs and priorities, following 
the approach used in similar international situations 
subsequent to armed conflict (such as Afghanistan and 
Iraq). The results of this exercise largely provide the 
content for the plan of action that will have to be 
implemented in the political, economic and social 
spheres over the coming two-year period (September 
2004 to September 2006) and that will be presented to 
international financial institutions and donors in July. 

In the short term, priority has been given to restoring 
security, re-establishing basic services and creating economic 
opportunities for those most affected by the recent crisis. 

In the medium term, this programme is based on 
four strategic axes: political governance, economic 
governance and institutional development, economic 
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growth, and improved basic services (water and 
sewerage, health and nutrition, education, food security, 
deprived areas and social security networks). 

The idea is that the short-term economic scheme 
(April-September 2004) should restore macroeconomic 
stability, and reduce inflation in particular. In addition, 
specific subject areas were identified as requiring 
immediate improvements, such as electricity generation, 
private-sector capitalization and the creation of jobs by 
means of labour-intensive activities, chiefly in rural 
areas. These measures are extremely urgent given the 
profound deterioration of the economy and the country’s 
state of underdevelopment, both socially (76% of the 
population is poor) and in terms of infrastructure (two 
thirds of the population has no access to electricity and 
less than half has safe sources of drinking water). 


(a) Fiscal policy 


The public-sector revenue-raising and oversight 
measures initiated last year are likely to be maintained. 
They include the engagement of the Société générale 
de surveillance (SGS) to inspect import shipments, the 
reduction of tax exemptions and changes in tax regimes. 

Nonetheless, the severe damage caused to tax 
collection agencies (in customs offices, tax services and 
ports), combined with the drop in the tax take during 
February and March, meant a net reduction in revenue 
that was offset only partially by the strict spending policy 
operated until May. Widening of the fiscal base is seen 
as a medium- and long-term goal (14% of GDP in 2015, 
the horizon of the millennium development objectives, 
as against an average of 8.3% over the last five years), 
since for there to be any real prospect of achieving this 
in the short term there would have to be a strong social 
consensus to combat smuggling and under-invoicing, 
something that is not entirely feasible given the socio- 
political instability that still prevails. 

On the spending side, measures to strengthen public 
institutions, possibly with support from international 
cooperation agencies, could lead to an increase in current 
outgoings. In fact, the financial authorities have recently 
announced wage increases of 30% for public servants, 
starting in October (the last increase was in 1999). In 
addition, payment of the arrears (US$ 37.3 million) on 
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the balance of payments. 
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> Based on figures in local currency at constant 1988 prices, except for GDP in the 2001-2003 
° Based on figures in local currency at current prices. 
© Refers to the capital and financial balance (including errors and omissions), minus net foreign direct 
f A minus sign (-) denotes an increase in reserves. 
4 Refers to net investment income as a percentage of export of goods and services as shown on 
' Average of highest and lowest rates on time deposits, commercial banks. 
k The monetary figures are annual averages. 


4 Includes errors 
3 Includes the use of IMF credit and loans, and 


i Average of 
' Refers to net 


credit extended to the public and private sectors by the monetary authority and deposit banks. 


the debt contracted with the World Bank will 
undoubtedly be a priority for the current government, 
so that it can benefit from the “windows of opportunity” 
that now exist as regards external cooperation. 

The scenarios and goals established by the recent 
(May-June) IMF mission to Haiti have not yet been made 
public. Ata time of inflationary pressure like the present, 
the guidelines can be expected to aim at restraining the 
growth of financing for the public sector. Given the 
priorities recognized by government agencies so far, 
however, the fiscal deficit is expected to rise, chiefly to 
fund urgent measures relating to security and the re- 
establishment of vital basic services. Budgetary support 
from the international community, including US$ 35 
million from the United States Agency for International 
Development (USAID), could limit the inflationary 
effects of these measures. 


(b) Monetary policy 


Monetary policy was subjected to severe constraints 
by the large devaluation, the high fiscal deficit (caused 
chiefly by the discretionary spending of central 
government) and the disappearance of external 
assistance. As these problems eased it became possible 
to implement a restrictive policy to halt the rise in 
inflation. A degree of success was achieved and the 
inflationary spiral was checked, but the new upsurge in 
inflation, with prices rising by 6.5% in April 2004, will 
probably force the Central Bank to maintain a policy of 
contraction for the money supply. More recent signals, 
however, such as the decline from 27.8% to 22.2% in 
the leading interest rate (91-day bonds issued by the 
Bank of the Republic of Haiti-BRH), would seem to 
indicate that, in order to halt the economic recession 
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Table 2 
HAITI: MAIN QUARTERLY INDICATORS 
a pe a ee eS ee 


2002 


2003 # 2004 


Ul IV | i} il IV ! iW 


Lee ee ee eS Se 


Merchandise exports, f.0.b. (millions of dollars) 58.6 75.6 
Merchandise imports. c.i.f. (millions of dollars) 226:2. 2795 
Consumer prices 
(12-month percentage variation) 8.5 8.4 
Average nominal exchange rate (gourdes per dollar) 26.7 26.8 
Nominal interest rates (annualized percentages) 
Deposit rate ¢ 9.2 7.6 
Lending rate 4 26.0 25.2 
Domestic credit ® 
(variation from same quarter of preceding year) 7.4 10.4 


265.5 


74.8 72.5 74.9 91.7 91.3 69.1 68.8 
294.5 2646 266.2 290.6 2682 2148 


10.1 14.8 37.0 41.7 42.5 40.4 20.8 
28.5 34.8 42.1 39.2 38.9 40.0 41.0 34.2 


Tis) 8.0 2a 14.3 14.6 14.9 Soi 3,0 
26.0 25.0 27.0 30.6 33.0 32.3 33:0. 36:5 


15.2 30.4 40.5 42.7 31.5 19.8 9.3 75e 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


@ Preliminary figures. > Data up to April. 
lowest lending rates, commercial rates. 
banking institutions. 


and improve the expectations of the business sector, the 
financial authorities wish to expand credit to the private 
sector, at least moderately. Similarly, the government 
programme (CCI) provides for mechanisms to 
compensate the commercial banking system by reducing 
the legal reserve requirement and buying back BRH 
bonds in circulation to increase the liquidity of the 
system and make it easier for loans to be granted under 
new microfinance schemes. 


(c) Exchange-rate policy 


The exchange rate weakened greatly from late 2002 
to early 2003, but it then held fairly steady until the end 
of the year. In January 2004 it weakened again, but it 
strengthened considerably in March and to a lesser 
degree in April. A relatively stable exchange rate is 
predicted for the remaining months of 2004. Foreign 
currency revenue expected from donations and loans, 
combined with the fall in imports, could even strengthen 
the local currency. In April and May the Central Bank 
spent US$ 22 million on interventions in the currency 
market, taking advantage of the appreciation to rebuild 
gross reserves. The low level of reserves continues to 
be a concern, however. Totalling US$ 144 million, they 
are equivalent to less than 50 days of imports. 


© Average of the highest and lowest rates on time deposits, commercial banks. 
© Refers to net credit extended to the public and private sectors by commercial banks and other financial and 


4 Average of the highest and 


(d) Other policies 


As can be seen from the CCI, the priorities of the 
transitional government’s programme of action include 
policies to stimulate employment and a reformulated 
anti-poverty strategy. The time horizons for these are 
different. In the specific case of short-term job creation, 
the preferred option is to achieve this by means of highly 
labour-intensive activities, particularly local 
infrastructure projects in rural areas. As regards the anti- 
poverty document (PRSP) being prepared since last year, 
the authorities have decided to use the.CCl itself as a 
frame of reference for implementation, and to delay 
drawing it up until 2005. 

In its planning document of last April, the 
government announced its intention of retreating on tariff 
policy,? owing to the unfavourable consequences that 
indiscriminate trade liberalization has had on the country’s 
economy (particularly in the farm sector, where lower 
production and falling employment have been the 
predominant effects), although there does not yet seem 
to be a consensus on the matter. The CCI document does 
not reinforce this message; on the contrary, the most recent 
measures by the authorities to reduce domestic prices for 
certain imported staple foodstuffs (rice) have offered tariff 
concessions to the major importers of these products. 


3 See “Position du gouvernement et action envisagée”, document presented by the Government of Haiti to a number of international institutions 


in late April. 
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a. The main variables 


(a) Economic activity 


On the whole, the economy performed poorly 
during the 2003 fiscal year, with GDP growing by just 
0.4%. Poor sectoral results were accompanied by some 
Improvement in investment (3.7%), thanks to the public- 
sector component, while consumption fell by 0.1% (and 
the private component by 0.3%) owing to the substantial 
decline in household purchasing power caused by 
inflation, even though the nominal minimum wage 
virtually doubled in February. 

Agriculture experienced a modest 0.2% recovery 
thanks to favourable weather conditions, and the 
commerce, restaurants and hotels sector grew by 0.4%. 
These two activities were responsible for about 50% of 
the increase in total value-added. Construction expanded 
by 1.4%, which was a slight improvement on the 
previous year (0.8%), thanks to public-sector 
infrastructure works (public squares, social housing and 
irrigation channels in rural areas), many of which were 
undertaken as part of the preparations for the bicentenary 
of national independence. The manufacturing sector 
grew only slightly (0.5%), despite a significant recovery 
in maquila exports (26%). The electrical power subsector 
expanded for the second year running and was largely 
responsible for the positive performance (3.1%) of the 
electricity and water category, but power generation was 
only 80% of the 1999 level. 

Forecasts for the 2004 fiscal year are pessimistic, with 
GDP expected to fall by up to 5%. There is scope for sectoral 
recovery only in some service activities (commerce and 
restaurants), owing to the presence of a large body of 
international forces, and probably in agriculture, as the 
direct damage caused by the political crisis of the second 
quarter (January to March) was only slight. 


(b) Prices, wages and employment 


Inflation rose sharply in early 2003, following a 
significant currency devaluation. It then eased off, 
holding steady between August 2003 and February 2004. 
In March 2004 it took off again (6.5% in April), with 
rises of up to 11% in food prices, partly because of the 
shortages and looting that resulted from the severe crisis 
of February and March, and partly because of rising 
international hydrocarbon prices. Consequently, 
restraining inflation is one of the stabilization priorities 
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of the new authorities, who are seeking to keep annual 
price increases down to 25%, i.e., to an average monthly 
rate of some 1.4% for the rest of the fiscal year. 

Regarding employment and wages, there could be 
some slight improvements if the highly labour-intensive 
employment. programmes planned are implemented; 
furthermore, the establishment of MINUSTAH on 1 June 
last could create indirect service jobs. It must be noted, 
however, that the country still has high levels of open 
unemployment (17% in urban areas) and underemployment 
(55% of the working population in urban areas have 
informal jobs), with adverse effects for the earnings and 
living standards of much of the population. 


(c) The external sector 


To obtain access to new financing from the World 
Bank, the country’s authorities will have to negotiate 
payment of their arrears with that institution. This might 
be postponed until the next fiscal year (2004-2005), 
however, once the financial contributions of the 
international community have been agreed. Given the 
legislative vacuum, no new borrowing is to be expected. 
Consequently, little change is expected in the capital 
account of the balance of payments, other than the 
disbursements already approved by IDB of 
approximately US$ 26 million. In the current account, 
however, official donations totalling US$ 185 million 
are expected. 

Given the financial restrictions noted, emigrants’ 
remittances, estimated at US$ 840 million for 2004, will 
once again have to be the main factor both in balancing 
the external accounts and, in the absence of other sources 
of foreign currency, in attaining the immediate economic 
and social objectives set by the new authorities. 

Annualized to April 2004, maquila exports of 
wearing apparel grew by 14.8% and 22.6% in volume 
and value, respectively, while agricultural products that 
are more firmly established in the export market 
(mangoes, cacao and essential oils) showed a slight 
downward trend, with the exception of the last of these. 
The rising tendency of hydrocarbon prices in 
international markets (30% between October and May) 
will have an adverse effect on the Haitian economy, 
which is a net importer of these derivatives, with all the 
negative implications this has for the terms of trade. 
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of the real sector, however, was adversely affected by the climate of uncertainty and the loss 
of confidence in the local currency observed in the first half of 2003, which resuiodl in a sharp 


— exchange-rate depreciation. These developments were triggered by the official announcement 
in December 2002 that the deficit estimated for fiscal year 2002, at 7.6% of GDP, would far 


~ exceed the target set by the authorities (4% of GDP).! 


The currency devaluation prompted the Bank of Jamaica 
to adopt a contractionary monetary policy, which translated 
into a significant rise in interest rates. In addition, the 
authorities intervened in the foreign-exchange market, 
thereby drawing down net international reserves. At the 
same time, the government introduced a series of changes 
in tax laws and cutbacks in public spending. Thanks to this 
package of measures, the deficit for fiscal year 2003 was 
reduced by more than one percentage point, and exchange- 
rate depreciation slowed down in the second half of 2003, 
enabling the central bank to adopt a looser monetary policy. 
However, the slippage in the local currency’s value affected 
the inflation rate, which rose to double digits for the 
first time in six years (14%). 


————————————— 
1 Jamaica’s fiscal year runs from April to March. 


On the external front, Jamaica’s overall balance- 
of-payments position worsened, despite a reduction 
in its current account deficit (from 13.3% of GDP in 
2002 to 12.4% in 2003). This situation was due to a 
decline in the surplus on the capital and financial 
account between 2002 and 2003 as a result of the 
government’s decision not to resort to external 
refinancing to meet its external debt-servicing 
obligations. 7 

In 2004 the Jamaican economy is expected to 
grow by 2.3%, driven by the mining sector (6%) and 
tourist arrivals (7%). Inflation will probably remain 
in the double digits, and the deficit for fiscal year 2004 
is likely to be between 3% and 4% of GDP. 
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dees Economic policy 


(a) Fiscal policy 


In fiscal year 2003 the authorities succeeded in 
reducing the preceding year’s fiscal deficit, of 7.6% of 
GDP, to 5.9%. They achieved this by curbing public 
spending and introducing new measures in May and June 
2003 to boost tax revenues. 

Total expenditure remained at the preceding year’s 
level (37% of GDP), as cutbacks in spending on social 
programmes offset increases in the government wage bill 
and interest payments. 

The tax measures included, among others, the 
expansion of the tax base for the general consumption 
tax and increases in taxes on telephone service and in 
customs duties on specific imports. While these 
initiatives raised the tax burden by 2.3 percentage 
points (from 24.6% of GDP to 26.9% between fiscal 
years 2002 and 2003), their impact on tax receipts was 
weaker than expected. 

Despite efforts to rein in spending, the public debt 
increased from 150% of GDP at the end of 2002 to 187% 
at the end of 2003. This continues to be a matter of concern 
to the monetary and fiscal authorities, since a debt this 
large limits both their room for manoeuvre and the 
composition of public expenditure. The country’s debt 
situation also explains why international agencies decided 
to downgrade its sovereign debt rating in January 2003 
and again in February 2004. 

The government forecasts a further decline in its 
fiscal deficit, to a range of 3% to 4% of GDP in fiscal 
year 2004, and expects to achieve equilibrium in the 
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subsequent period. The budget for fiscal year 2004 
—which assumes that economic growth will amount 
to 3% and that inflation will fall from its current high 
level to 6% — has as its centrepiece the reduction of 
central government outlays on the two biggest items 
of expenditure: wages and salaries (which account for 
34% of the total) and interest payments on the 
domestic public debt (which account for 40%). To 
this end, the government and the Jamaica 
Confederation of Trade Unions agreed to reduce the 
growth of the wage bill by implementing a policy of 
public-sector wage and employment restraint between 
1 April 2004 and 31 March 2006. Expenditure on 
interest payments is also projected to decline, as the 
central bank is expected to continue its policy of 
gradually lowering the cost of credit. 


(b) Monetary and exchange-rate policy 


In 2003 monetary policy was aimed at enabling 
the central bank to fulfil the two functions it assumed 
in the course of the year: maintaining monetary and 
financial stability and serving as the government’s 
lender of last resort by providing it with enough 
resources to meet its liquidity requirements and 
establishing suitable financial conditions for the 
payment of public debt-servicing obligations. The bank 
adopted these two roles successively in the first and 
second halves of the year. 

Consequently, monetary policy went through two 
distinct phases. In the first (January to June), the central 
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bank introduced a series of measures to curb exchange- 
rate depreciation, which intensified in the first five months 
of the year. The exchange rate rose by 18% between 
January and May 2003 (from 51.59 Jamaican dollars (J$) 
per United States dollar in January to J$ 61.08 in May). 

In terms of economic policy, the most important 
measures were the restriction of liquidity through open- 
market operations and intervention in the foreign- 
exchange market. In addition, the Bank of Jamaica 
established a special reserve requirement for commercial 
banks and institutions, equivalent to 5% of their average 
local-currency liabilities. 

The final outcome was a 5% contraction in M1, an 
interest-rate hike (which had negative effects on the 
government's fiscal accounts) and a US$ 470-million decline 
in the stock of international reserves, aggravated by the 
redemption of a Eurobond in the first quarter of the year. 

The second monetary policy phase, implemented in 
the second half of the year, was marked by a more stable 
macroeconomic framework. Currency depreciation 
slowed down (to 4.7% in the third quarter) and the 
exchange rate stabilized at J$ 60.62. The monetary 
authorities took advantage of this situation to lower 
interest rates, which nevertheless remained higher than 
they had been the preceding year. Thus, the authorities 
were able to reduce the public debt burden and provide 
the liquidity needed to finance the government’s fiscal 
deficit. During this period, net public-sector borrowing 
increased by 28% and the monetary base and M2 
expanded by 13% and 11%, respectively. 


—_ 


3. The main variables 


(a) Economic activity 


The expansion of economic activity in 2003 (by 
2.1%) was driven mainly by faster growth in the primary 
and tertiary sectors, although all branches of activity 
except manufacturing and government services posted 
positive growth rates. 

The performance of agriculture (5.7% in 2003, 
compared to -7% in 2002) was attributable to an upturn 
in output for domestic consumption (17%), since export 
production declined (-0.6%). This improvement was due 
to better weather conditions and the official assistance 
provided to farmers who had suffered flood damage in 
2002. A 2% decline in agricultural output is forecast for 
2004, based on the possibility of adverse weather 
conditions. 
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Throughout the year, the central bank’s monetary 
policy stance did not significantly affect the commercial 
banking system’s liquidity position. The loan-deposit 
ratio increased from 0.41 in December 2002 to 0.5 in 
December 2003. Nominal lending rates rose marginally, 
and real rates declined owing to the increase in inflation 
(the average real lending rate fell from 10% in December 
2002 to 4.6% in December 2003). 

The downward trend in real interest rates, in 
conjunction with the level of economic growth and the 
Bank of Jamaica’s stabilization efforts, boosted the 
demand for credit (by 22% in real terms). 

More favourable macroeconomic conditions in 2004 
have enabled the central bank to relax its monetary policy 
and reduce the structure of benchmark interest rates, thus 
lightening the burden of domestic public debt and lowering 
the cost of carrying out open-market operations. Between 
May 2003 and mid-2004, 90- and 180-day repo rates 
diminished from 20% and 24% to 14.4% and 14.55%, 
respectively. In accordance with the authorities’ economic 
policy objectives, the nominal exchange rate depreciated 
in line with the fall in interest rates, by about 1%. 

The decline in interest rates was attenuated by the 
strengthening of the international reserve position, which 
forced the authorities to carry out sterilization operations 
to avoid an unwarranted expansion in the monetary 
aggregates. The increase in net international reserves 
was due to the issuance of a regional bond and a euro- 
denominated bond on international capital markets, for 
a total of US$ 250 million. 


Growth in the mining sector (3.3% in 2002 and 4.8% 
in 2003) was due to higher capacity utilization at the 
Jamalco and Alpart alumina refineries and to a rise in 
international prices. Conditions conducive to increases 
in capacity utilization should continue to be observed 
in 2004, leading to an estimated 11% upswing in 
production. 

The manufacturing sector recorded negative growth 
similar to the preceding year’s rate (-1%) owing to 
downturns in two basic components: food, beverages 
and tobacco and other manufactures. The decline in the 
first of these categories was due to a decrease in the 
production of milled sugar, the effect of the expansion 
of the tax base (which affected dairy products) and delays 
in the supply of raw materials. The performance of the 
second category (“other manufactures”) reflected the 
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temporary closure of a refinery for repairs and 
maintenance in the third quarter of the year. As in 
previous years, the clothing and textile segments suffered 
from a lack of competitiveness. Manufacturing output 
will probably slide again in 2004, posting negative 
growth (-0.5%). 

The construction sector expanded more slowly (by 
1.1% in 2003, compared to 2.3% in 2002). This activity 
benefited from the expansion and upgrading of 
infrastructure projects (including Highway 2000 and the 
North Coast Highway) and from an increase in capital 
outlays by public utility companies. In 2004 construction 
will probably continue to grow at its current pace. 

_ Tourism became the fastest-growing activity in 
2003, after having faltered slightly in 2002. This 
performance was based on higher levels of investment, 
efforts to diversify the country’s tourism offerings and 
an increase in the number of cruise-ship calls at Jamaican 
ports. The number of tourists, consisting mainly of 
cruise-ship passengers, rose by 13%, while tourist 
expenditure rose by 10%. In 2004 the tourism sector’s 
performance will be buoyed by continued growth in 
cruise-ship arrivals and in the number of long-stay 
visitors, due in part to the national airline’s resumption 
of air service to and from North America. 


(b) Prices, wages and employment 


In 2003 inflation was in the double digits (14.1%) 
for the first time in six years. This was a consequence of 
exchange-rate depreciation, the tax measures 
implemented in May and June, the rise in international 
oil prices and increases in transport costs and in the 
minimum wage. 

In 2004 inflation over the 12 months ending in June 
subsided to 12.2%. This suggests that inflation will 
remain in the double digits in 2004 but will be somewhat 
lower than in 2003. This will have an impact on monetary 
policy management and on the public authorities’ 
capacity to meet their declared targets. 

In terms of wages and salaries, in 2003 the government 
negotiated a settlement of the wage demands being made 
by civil servants and teachers. In February 2004 the 
government and the Jamaica Confederation of Trade 
Unions signed a memorandum of understanding in which 
they agreed to reduce the growth of the wage bill for a 
period of two years. Under the agreement, the public-sector 
wage bill may not increase by more than 3%. 

Unemployment fell from 15% in 2002 to 13% in 
2003, although this change was due to a decline in the 
registered labour force rather than an increase in the 
employed population. Labour statistics disaggregated by 
gender show that the decrease in the labour force was 


321 


* 


particularly pronounced among women. In addition, 
women experienced a sharper decline in unemployment: 
from 21% to 18% between 2002 and 2003, whereas 
unemployment among men dipped from 11% to 10% 
over the same period. 


(c) The external sector 


The overall balance-of-payments position was 
negative, as the surplus on the capital and financial 
account was insufficient to offset the current account 
deficit (12.4% of GDP in 2003). Consequently, the 
amount of net international reserves diminished from 
US$ 1.6 billion in 2002 to US$ 1.169 billion in 2003. 

The trade balance worsened (from -22% of GDP in 
2002 to -24% in 2003) owing to a 29% increase in the 
oil bill following the surge in international oil prices 
and the expansion of demand for non-mineral imports. 
Other categories of imports, including consumer and 
capital goods, went down (by 4% and 14%, respectively) 
because of shrinking demand for consumer durables, 
the package of tax measures referred to earlier and the 
lower level of investment in the telecommunications 
sector. 

Exports, meanwhile, expanded for the first time in 
three years, owing to the high alumina output (12%), 
which accounts for 58% of total external sales. Trends 
in other traditional exports were varied, since sales of 
bananas and sugar posted positive growth, while those 
of coffee, rum and bauxite declined. 

The services trade balance showed a bigger surplus 
(US$ 444 million in 2003, as against US$ 271 million 
in 2002) because of a 13% increase in tourist arrivals; 
this, in turn, reflected favourable external conditions and 
the authorities’ efforts to improve competitiveness in 
the tourism industry. The largest increase was observed 
in the European market (from 0.2% in 2002 to 29% in 
2003). 

Unilateral transfers, which are one of the country’s 
main sources of external financing, went up (from 14% 
of GDP in 2002 to 15% in 2003), reflecting the 
improvement in the United States economy. 

The balance-of-payments capital account exhibited 
a US$ 17-million deficit in both 2002 and 2003, while 
the financial account ran a smaller surplus in 2003 than 
in 2002 (US$ 588 million, compared to US$ 891 million 
in 2002). This outcome was due to the redemption of a 
bond, which resulted in a decrease in financial flows 
under the heading “other investment”. 

The macroeconomic imbalances that surfaced in 
2003 and the downturn in the country’s international 
credit rating (in June of that year) discouraged the 
authorities from seeking additional financing on 
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Monetary policy was contractionary, in accordance with 


fiscal policy. The authorities continued to impose high 
minimum legal reserve requirements for sight deposits, 
and introduced strict controls on advances to the public 
sector. This made it possible to slow down the growth 
of narrow monetary aggregates (0.4% in the case of M1) 
and to raise interest rates in real terms. 

Nonetheless, the financial system’s total liquidity 
(in the broad sense) shot up. This resulted from an 
increase in foreign-currency deposits, which implies that 
the economy is experiencing some degree of 
dollarization. This process, in turn, was due in part to 
the expectations of economic agents in view of recent 
inflation trends. Yet the authorities kept the exchange 
rate stable and lowered inflation from 37% to 26% 
between 2002 and 2003. At the beginning of 2004 the 


a series of tax measures and better economic cae wee enabled the central pone 
balance its fiscal accounts (-7% of GDP in 2002 and 0.2% in 2003). 


government introduced a new currency, the Surinamese 
dollar, whose unit value is equal to 1,000 units of the 
old currency (guilders). The overall balance-of- 
payments position was slightly negative because of the 
growing imbalance on the services account (-11% of 
GDP in 2002 and -15% in 2003) and the capital account 
deficit. 

For 2004 the authorities predict that GDP will grow 
by more than 5%, on the strength of expanded capacity 
in the mining sector and restructuring in the banana 
subsector. This will have a positive effect on export 
performance and tax revenues; in fact, the government 
is projecting a fiscal surplus of 1% of GDP. Lastly, it is 
expected that monetary conditions will help to keep 
inflation moderate. 
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2. Economic policy 


(a) Fiscal policy 


In 2003 the central government balanced its fiscal 
accounts, which posted a surplus of 0.2% of GDP after 
having shown a deficit of 7% of GDP in 2002. The fiscal 
outcome was partly the result of a package of tax 
measures adopted at the end of 2002 to increase tax 
revenues, but was mainly due to a policy of holding down 
public spending. These policies were adopted in the 
interests of fiscal prudence and to ensure acceptance of 
the new Surinamese dollar.! 

The tax measures included a three-percentage-point 
increase in the sales tax and the introduction of a 
gambling tax and a one-year temporary tax on the 
income of corporations and of individuals in the top 
income brackets. The authorities also raised the price of 
gasoline, thereby increasing the tax burden from 27.9% 
of GDP in 2002 to 29.2% in 2003. In addition, personal 
and corporate income tax receipts climbed from 10.1% 
of GDP to 11.5%, and sales tax revenues expanded from 
3.7% of GDP to 6%. 

Public spending was sharply curtailed (from 35% 
of GDP in 2002 to 27% in 2003), with cutbacks under 
all items of expenditure in relation to the preceding year’s 
levels. The only exception was spending on wages and 
salaries, which had risen significantly in 2002 and stayed 
at a similar proportion of GDP in 2003 (12%, 15% and 
14.7% of GDP in 2001, 2002 and 2003, respectively). 
The biggest decrease was in spending on goods and 
services, which fell from 10% of GDP to 6% between 
2002 and 2003. 

In keeping with the fiscal balance, the debt stock 
fell from 48% of GDP in 2002 to 37% in 2003. Between 
those two years, domestic debt dropped from 13% of 
GDP to 10% and external debt, from 34% to 27%. 


(b) Monetary and exchange-rate policy 


In 2003 the authorities adopted a tight monetary 
policy that was implemented through changes in legal 
reserve requirements and controls on advances to the 
central government. This contrasted with the practice in 
previous years, when the main monetary policy 
instrument had been the imposition of credit ceilings. 
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The central bank maintained a 35% legal reserve 
requirement for sight deposits and imposed a new reserve 
requirement for foreign-currency deposits, with a view 
to dicouraging currency substitution. 

As a result of this monetary policy stance, the 
expansion of monetary aggregates slowed down and real 
interest rates went up. Accordingly, the supply of narrow 
money (M1) and broad money (M2) grew by just 0.4% 
and 2.9%, respectively. These increases were minimal 
in comparison to the ones recorded in 2002, of 43% and 
41%, respectively. Real interest rates, meanwhile, 
climbed from -0.1% to 6%. 

Despite these measures, dollar deposits expanded 
considerably (from 14% in 2002 to 38% in 2003), 
leading to an increase in the commercial banking 
system’s liabilities and total liquidity. By the end of 
2003 the foreign-currency deposits of Suriname 
residents had risen to twice the amount of local- 
currency sight deposits (valued according to the official 
exchange rate). In terms of assets, there was a 
significant upswing in demand for loans to the private 
sector (40% in 2002 and 57% in 2003), despite the 
hike in real interest rates. 

These changes reflect the increasing dollarization 
of Suriname’s economy. The exchange rate reached 
2,550 guilders to the United States dollar at the end of 
2002 and 2,650 guilders in 2003. This may be due to 
the country’s recent bout of high inflation, still fresh in 
the minds of economic agents, who will probably 
continue to prefer dollar transactions until they are sure 
the economy has entered a phase of lasting stability. 


(c) Other policies 


In September 2003 the authorities adopted a new 
trade law to replace the 1954 decree on imports and 
exports. The aim of the new law is to create a more 
business- and investor-friendly environment and to 
protect producers and consumers against anti- 
competitive practices such as dumping by foreign 
traders. The law includes provisions on the free 
movement of goods, sanitary and phytosanitary 
measures, safeguards and criteria for including products 
on the negative list. 


ulation in January 2004, at an exchange rate of 2.7 per United States dollar. 


326 
3. The main variables 


(a) Economic activity 


Economic activity picked up, posting its highest 
growth rate in five years (5.6%) as a result of an upturn 
in the primary sector, particularly in the production of 
bauxite, gold, oil and some agricultural products. 

The performance of the agricultural sector was 
somewhat uneven. Rice production was affected by 
technical and financial problems and adverse weather 
conditions, whereas banana production-made an 
impressive recovery thanks to restructuring operations 
and the introduction of more efficient production 
processes. 

The mining sector was boosted by higher 
international prices for bauxite and alumina. The faster 
growth in the alumina sector resulted in part from an 
increase in production capacity, while gold production 
expanded following the opening of a new mine. 

The oil and natural gas sector was buoyed by the 
rise in international prices and an expansion in 
refinery capacity and electric power generation 
facilities. The telecommunications sector will soon 
enter a new phase in which it will be taken over by 
private interests. 


(b) Prices, wages and employment 


Inflation dropped from 37% in 2002 to 26% in 2003, 
owing to more modest wage increases, exchange-rate 
stability and the tight monetary policy. The change in 
the exchange-rate regime, which for the moment seems 
to consist of asset substitution as a result of the large 
supply of United States dollars in the economy, has had 
no effect on the prices of goods and services. 


Economic Commission for Latin America and the Caribbean 


In 2004 the authorities agreed to a 10% increase in 
the minimum wage and in civil-service wages. The civil- 
service wage hike is to take place in two stages: a 5% 
increase in March followed by another 5% increase in 
September. In the private sector, some manufacturing 
and alumina companies implemented wage increases (of 
9% and 4%, respectively). 


(c) The external sector 


The overall balance-of-payments position was 
negative but close to equilibrium, as an increase in the 
financial account surplus offset a larger deficit on the 
current account. Gross international reserves fell from 
US$ 180.8 million in 2002:to US$ 160 million in 2003. 
The rate of import coverage therefore slipped from 4.4 
months to 3.6 months. 

The current account deficit expanded from 13.8% 
of GDP to 14.2% between 2002 and 2003, mainly 
because the merchandise trade surplus shrank —from 5% 
of GDP to 3.6%-— and also, albeit to a lesser extent, 
because the deficit on the services account increased. 

The merchandise trade balance was affected by 
strong import growth (42%), which neutralized a 32% 
upturn in exports. The increase in imports was due to 
the demand for capital and intermediate goods for the 
production of gold and bauxite. Export performance was 
boosted considerably by the higher prices and volumes 
of the main export metals (gold, bauxite and alumina). 

The capital and financial account posted a surplus 
of 11.8% in 2002 and 14% in 2003, despite an increase 
in outflows of long-term private capital, given that these 
outflows were more than offset by inflows of short- 
term capital. 
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ici _ particularly the natural gas subsector, which was boosted by an increase in p productio : 
ae and the rise in international oil prices. The growth of non-energy sectors as a whole, however, 


lagged behind this expansion and did little to boost job creation. 
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The vigour of the energy sector —and, more specifically, 
the effect of higher international fuel prices— had a clear 
impact on the government’s accounts, which exhibited 
a fiscal surplus. This out-turn made it possible to build 


up the reserves in the oil stabilization fund. The 


balance-of-payments position was positive, as the 
deficit on the capital account was outweighed by an 
increase in the current account surplus (from 0.5% of 
GDP in 2002 to 8.4% in 2003). This resulted in the 
expansion of net international reserves, which, together 
with the government’s surplus and public debt 
restructuring operations, raised liquidity levels in the 
financial system. 
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on Economic policy 


(a) Fiscal policy — 


The central government posted a surplus equivalent 
to 1.4% of GDP in fiscal year 2003, which compares 


The monetary authorities proceeded to sterilize this 
liquidity in the first half of the year, and lowered interest 
rates in the second half in view of the absence of 


inflationary pressures, as the rate of price increases 


slipped from 4.3% in 2002 to 3% in 2003. This spurred 
the demand for credit and shifted the composition of 
economic agents’ portfolios towards higher-yield assets. 

In 2004 the economy’s growth, driven by the energy 
sector, is expected to fall within the 6%-to-7% range. 
Inflation is likely to increase slightly as a result of cost 
pressures. The central government has budgeted a deficit 
of 1% of GDP, and projects that the current account 
surplus will swell from 8.4% to 13% of GDP. 


favourably to the deficit recorded in the preceding period 
(0.6% of GDP).! The surplus enabled the government 
to meet its scheduled debt payment obligations and, at 
the same time, to increase its deposits at the central bank. 


1 Trinidad and Tobago’s fiscal year runs from 1 October to 30 September. 
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This fiscal performance was essentially attributable 

to an increase in revenues from taxes on the energy sector 
(from 5.8% of GDP in fiscal year 2002 to 9.2% in fiscal 
year 2003). This sector saw the value of its sales rise 
along with oil prices, which averaged US$ 29.60 per 
barrel in fiscal year 2003, as against US$ 24.01 in fiscal 
year 2002. Some of these additional revenues were 
earmarked for the oil stabilization fund, whose resources 
currently amount to US$ 249 million. 

Revenues from non-oil activities remained stagnant 
in fiscal year 2003, but their relative share of GDP fell 
from 17.8% in fiscal year 2002 to 15.6% in fiscal year 
2003. . 

Revenues from indirect taxes on goods and services 
suffered a downturn, as did non-tax revenues. Indirect 
tax receipts reflected a decline in the intake of value 
added tax, owing primarily to the payment of refunds to 
taxpayers (207 million Trinidad and Tobago dollars 
(TT$)). Income tax receipts grew on a par with GDP in 
nominal terms, and accordingly represented the same 
proportion of GDP as in fiscal year 2002 (8%), even 
though the authorities reduced the rate on corporations 
(from 35% to 30%), the rate on individuals with income 
of less than TT$ 50,000 (from 28% to 25%) and the rate 
on individuals with income in excess of that amount 
(from 35% to 30%). 

Current expenditure rose by 11% in nominal terms 
but dipped slightly as a percentage of GDP (from 22.8% 
in fiscal year 2002 to 22.2% in fiscal year 2003). 


SS 


2- Uhis discrepancy between the figures in nominal terms and their shares of GDP is due to the sharp up 
mainly reflected the considerable rise in export prices for petroleum. 
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Capital expenditure climbed by 17%, representing just 
over 1% of GDP. Spending on wages and salaries, 
which accounts for the bulk of current expenditure 
(30% of the total in fiscal years 2002 and 2003), rose 
by 8% but fell as a share of GDP (from 7.4% in fiscal 
year 2002 to 6.7% in fiscal year 2003). Outlays for the 
purchase of goods and services and for interest 
payments showed a similar pattern.” 

Transfers and subsidies were up by 18% because 
of an increase in loans and grants to statutory boards 
and public enterprises (40% of the total). There were 
also expenditures related to the newly established 
Caribbean Court of Justice. This court is one of the pillars 
of the regional integration structure envisaged in the 
revised version of the Treaty of Chaguaramas (1973), 
the legal instrument that established the Caribbean 
Community (CARICOM) in its current form. 

The total public debt stock fell from 32% of GDP 
in 2002 to 28% in 2003, with a corresponding decline 
in debt-servicing obligations. The authorities continued 
the process of restructuring the domestic debt, which 
they had begun in 1999. The composition of external 
public debt remained unchanged. 


(b) Monetary policy 


In fiscal years 2003 and 2004 the Central Bank of 
Trinidad and Tobago maintained a neutral monetary 


turn in GDP at current prices, which 
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stance, adapting its behaviour to that of the central 
government and intervening only when necessary. 

The positive balance-of-payments position, which 
reflected strong growth in the energy sector, and the 
increase in central bank deposits as a result of the 
government’s surplus triggered an expansion of the 
monetary base. The multiplier effect of this increase was 
amplified by the government’s debt restructuring 
operations, which injected TT$ 3.5 billion into the 
economy in 2003 (TT$ 2.8 billion in 2002). This, in turn, 
was attributable to the fact that the amount of 
government securities falling due exceeded the amount 
represented by new issues. 

The consequent increase in liquidity was reflected 
in an abundance of excess reserves, which stood at about 
10% in the first half of 2003 and topped 15% in the 
second half, with a peak of 25% in July. The authorities 
intervened through open-market operations, especially 
in the first six months, to forestall unwanted growth in 
the monetary aggregates and to keep prices and the 
exchange rate stable. As a result, interest rates on both 
central bank instruments and commercial bank loans 
edged upward. 

In the second half of the year the authorities decided 
to take advantage of the low rate of inflation and the 
financial system’s abundant liquidity to relax monetary 
conditions as a means of reviving economic activity, 
which was clearly slowing down, especially in non- 
energy sectors. The central bank lowered its benchmark 
interest rate (the repo rate) from 5.25% to 5% in 
September 2003. The repo rate, introduced in May 2002, 
is the interest rate charged by the central bank on its 
overnight loans to commercial banks. Under this 
financial option, the central bank can repurchase the 
funds at a discount of 25 hundredths of a percentage 
point below the repo rate (i.e., at 5% instead of 5.25%). 
This rate also serves as a benchmark for the rediscount 


+ 


3 The main variables 


(a) Economic activity 


The 2003 growth rate of 4.1% was significantly 
higher than the preceding year’s rate (2.7%). As in the 
last few fiscal years, economic activity was propelled 
by the energy sector, which expanded by 11.4%. 
Activity in non-energy sectors as a whole picked up 
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rate (which applies to loans extended by the central bank 
to cover temporary liquidity shortfalls) and the special 
deposit rate (which applies to excess reserves deposited 
at the central bank). The discount rate declined as well 
(from 7.25% to 7%). Consequently, the prime lending 
rate fell from 11.5% in September to 9.5% in November 
2003. These measures helped to stimulate the private 
sector’s demand for credit (2.8% and 8.9% in 2002 and 
2003, respectively) and encouraged a preference for 
higher-yield assets. This, in turn, boosted activity on the 
local stock exchange, increasing the value of securities 
traded from TT$ 97 million in 2002 to TT$ 410 million 
in 2003. 

In the second half of 2003, specifically in October, 
the central bank also lowered the legal reserve 
requirement for sight deposits from 18% to 9% with a 
view to establishing the same reserve requirements for 
banks and non-bank institutions, while also reducing the 
cost of money. This measure had no monetary impact, 
as its effect on liquidity, valued at TT$ 640 million, was 
absorbed by the issuance of an equivalent amount of 
government debt. 


(c) Exchange-rate policy 


The foreign-exchange market came under sporadic 
pressure as local companies’ acquisition of assets traded 
in the region pushed up the demand for foreign 
exchange. In fact, net demand for foreign exchange 
doubled between 2002 and 2003. The central bank was 
accordingly forced to intervene at times to redress 
imbalances between supply and demand in this market. 
In any event, the monetary authority’s actions and the 
positive balance-of-payments out-turn, which resulted 
in an increase in total international reserves, kept the 
local currency’s exchange rate stable. Overall, the real 
effective exchange rate held steady throughout the year. 


somewhat —from 0.5% in 2002 to 1.8% in 2003- owing 
to increases in transport, storage and communications 
and in manufacturing. Agriculture, on the other hand, 
contracted sharply (-15.1%). 

In the energy sector, petroleum, including crude 
oil and natural gas, registered the biggest upturn 
(12.9%). This was more than double the growth seen 
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in the petrochemical industry (5.2%). The 
government’s policy for this sector includes initiatives 
to foster diversification through the development of 
industries for the manufacture of derivatives based on 
the country’s natural resources. To this end, the 
government signed a memorandum of understanding 
~ with the aluminium firm Alcoa for the construction of 
a smelter in Trinidad and Tobago to process regionally 
sourced bauxite and alumina. 

Agriculture suffered its worst setback in five 
years. The slump was due in part to the suspension of 
the Caroni sugar company’s operations in August 
2003. The government’s current efforts with regard 
to the agricultural sector focus on increasing output 
and productivity with a view to meeting domestic 
demand and developing products with higher export 
value. Emphasis will be placed on strategies for 
upgrading physical infrastructure (the transport 
system and irrigation and drainage works), the system 
of tax incentives and the extension of credit to 
agriculture and fishing. 

The manufacturing sector turned in a stronger 
performance, expanding by 2% (as against -0.9% in 
2002), but has yet to match the growth rates it posted 
in the second half of the 1990s. Most manufacturing 
subsectors, including textiles, clothing and footwear 
and assembly industries, experienced downturns. The 
government plans to establish industrial parks in 
various parts of the country to develop manufacturing 
and service industries. In fiscal year 2004 an eco- 
industrial park will be developed in Wallerfield to 
attract investment in different branches of light 
industry, including the processing of agricultural 
products and the service subsector. 


(b) Prices, wages and employment 


Inflation decreased from 4.3% in 2002 to 3% in 
2003. This behaviour primarily reflected a drop in 
underlying inflation (from 3% in 2002 to 1.7% in 2003), 
which excludes food prices. 

The steepest increases were seen in food prices, 
which rose by 10% in 2002 and by 14% in 2003, as the 
prices of items in the basic food basket began to climb 
in March 2003 because of agricultural supply problems. 
Price increases in nearly all the other subcategories 
were more modest than they had been the year before, 
and prices even displayed negative growth in some 
segments: beverages and tobacco (-0.5%), footwear and 
clothing (-1.2%) and property ownership and 
maintenance (-0.2%). Rentals diverged from this 
pattern, rising by 3.3% in 2003, whereas in 2002 they 
had increased by just 1.4%. 
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Inflation is expected to be higher in 2004 (4%), 
owing to the rise in international petroleum prices (which 
will affect transport costs), higher wages for workers in 
the sugar sector and increases in the prices of a number 
of commodities, including flour, chicken and edible oils, 
in the initial months of 2004. 

The unemployment rate stayed at the same level as 
in 2002 (10%), as better economic conditions generated 
more employment opportunities and encouraged more 
people to look for work. The number of jobs created 
(9,000) was almost the same as the number of people 
who joined the labour force (10,000). Gender- 
disaggregated figures show that unemployment among 
men rose from 7.8% in 2002 to 8.3% in 2003, while 
unemployment among women subsided from 14.5% in 
2002 to 13.8% in 2003. In terms of sectors, the main 
source of job creation was the personal, social and 
community services sector, which accounted for the 
biggest share of the labour force (31% of the total), 
followed by the distribution sector (19%), construction 
(15%) and manufacturing (10%). 

In 2003 wages rose in the sugar industry (owing to 
the restructuring of the leading national sugar company, 
Caroni), the health-care sector (as the authorities 
provided for equal pay levels between the two islands 
of Trinidad and Tobago) and telecommunications. The 
wage increases ranged from about 5% to about 17%, 
with an average of 11%. 


(c) The external sector 


As in previous years, Trinidad and Tobago was 
in a net creditor position vis-a-vis the rest of the world. 
This was reflected in the significant expansion of the 
current account surplus (from 0.5% of GDP in 2002 
to 8.4% in 2003), which was more than enough to 
finance the capital account deficit (5.3% of GDP in 
2003). The country thus built up additional reserves 
equivalent to 3% of GDP, bringing its net international 
reserves to 26% of GDP, or more than 6.4 months’ 
worth of imports. 

The current account surplus resulted from a rise in 
export value (from 41% of GDP in 2002 to 45% in 2003) 
and a fall in import value (from 38% of GDP in 2002 to 
35% in 2003). Export performance was buoyed by a 
volume increase in petroleum sales, made possible by the 
upturn recorded in the production of condensed crude after 
the Train 3 liquefied natural gas plant went into operation. 
Exports of liquefied natural gas doubled in volume over 
their 2002 level (from 4.1 million tons in 2002 to 8.9 million 
in 2003), and their value was further boosted by the rise in 
international hydrocarbon prices, which were 20% higher, 
on average, than they had been in 2002. 
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upturn i in their growth a ee 0. 2% i in 2002 to 3.7% in 2003), driven by the construction 


and tourism sectors. Agriculture declined by 4.4% owing to a contraction in banana production 


and flat growth in the manufacturing sector (0.2%). In terms of individual countries, the 


highest growth rates were seen in Antigua and Barbuda and Grenada (almost 6%), while the 


lowest were posted in Saint Kitts and Nevis and Dominica (0.1% and 1%, respectively). 


Better growth prospects had a positive effect on the 
member countries’ tax receipts. This, together with 
cutbacks in expenditure, enabled most of them to narrow 
their fiscal deficits. Despite these efforts, the public debt 
stock (109% of aggregate GDP) continues to limit the 
OECS countries’ growth capacity. Tax reform has 
become a priority for the member countries, since their 
governments expect that trade arrangements such as the 
Cotonou Agreement and the Free Trade Area of the 
Americas (FTAA) will reduce their revenues from taxes 
on foreign trade, which in some countries account for 
as much as half of all tax receipts. 

As in previous years, the monetary authorities 
maintained a neutral stance. The monetary aggregates 
expanded in line with the accumulation of net external 
assets, while net domestic credit creation stagnated. The 
consequent improvement in the banking system’s 
liquidity position, together with stable international 
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1. Thecountries members of OECS are 
and Nevis, Saint Lucia and Saint Vincent and the Grenadines. 


prices and the absence of supply constraints, helped to 
reduce the rate of inflation from 3% in 2002 to 1.8% 
in 2003. 

The balance-of-payments current account ran a 
deficit that was similar in size to the one posted the 
preceding year (23% of GDP), as higher tourism 
earnings were more than offset by an increase in 
merchandise imports. Even so, the overall balance-of- 
payments position remained positive (1.3% of GDP), 
basically because of an increase in foreign investment 
channelled towards the development of physical 
infrastructure. 

OECS predicts that GDP will grow by about 3% in 
2004. Tourism and construction will continue to boom 
and banana production will recover thanks to an 
anticipated improvement in external conditions, more 
effective pest control and the expansion in the number 
of European Union members. 


re Anguilla, Antigua and Barbuda, British Virgin Islands, Dominica, Grenada, Montserrat, Saint Kitts 
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Table 1 


ORGANISATION OF EASTERN CARIBBEAN STATES: MAIN ECONOMIC INDICATORS 


Gross domestic product 
Per capita gross domestic product 


Gross domestic product, by sector 


Agriculture, livestock, hunting, forestry 


and fishing 

Mining and quarrying 
Manufacturing 

Electricity, gas and water 
Construction 

Wholesale and retail commerce, 
restaurants and hotels 
Transport 

Communications 

Tourism 

Financial institutions and insurance 
Other services 


Balance of payments 
Current account balance 
Merchandise trade balance 
Exports, f.o.b. 
Imports, f.o.b. 
Services trade balance 
Income balance 
Net current transfers 
Capital and financial balance ° 
Net foreign direct investment 
Financial capital 4 
Overall balance 
Variation in reserve assets ° 


Other external-sector indicators 
Total gross external debt 

(millions of dollars) 

Total gross external debt (% of GDP) 


Prices 
Variation in consumer prices 
(December-December) 


Central government 
Current income 
Current expenditure 
Net capital expenditure 
Primary balance 
Overall balance! 


Money and credit 

Bank credit 
To the public sector 
To the private sector 

Liquidity (M3) 
Money stock and local-currency 
deposits (M2) 
Foreign-currency deposits 


1995 


0.7 
F0-5 


-213 
-756 
354 
total 
504 
-125 
164 
256 
210 
46 
36 
-35 


752 
34.6 


2.8 


1996 


1997 


1998 


Annual growth rates ° 


2.7 
2.4 


3.2 
3.3 


=f 
7.0 
en 
6.7 
7.9 


3.6 
6.1 
6.1 
Wad) 
10.0 
EOC 


4.0 
3.8 


1.1 
2.1 
2.3 
6.2 
11.5 


4.2 
2.4 
10.3 
0.3 
7fse) 
=2.9 


Millions of dollars 


-329 
-853 
338 
1191 
527 
=427 
124 
326 
183 
142 
14 
15 


759 
33.1 


2.0 


-402 
-948 
298 
1 246 
576 
-131 
100 
440 
261 
179 
25 
-24 


885 
36.6 


2.4 


-371 
-982 
316 
i299 
628 
-147 
131 
444 
313 
134 
64 
-66 


976 
37.6 


2.8 


1999 


3.5 
15.6 
3.7 
6.3 
-2.4 


-441 
-1 056 
327 

1 383 
656 
-175 
134 
486 
333 
153 
32 
-32 


1 266 
46.1 


AG 


Millions of Eastern Caribbean dollars 


1 450 
1354 
225 
Lag 
-123 


56.2 


66.0 


60.5 
XS 


1 567 
1 466 
230 
11 
-108 


1 628 
1549 
287 
-46 
+471 


1775 
1 657 
268 
42 
“115 


Percentages of GDP 


58.9 


63.7 


58.1 
5.6 


63.4 
4.7 
68.1 
66.2 


59.6 
6.6 


Source: Economic Commission for Latin America and the Caribbean (ECLAC) 
4Preliminary figures. > Based on figures in local currency at constant 1980 pri 


increase in reserves. ‘Includes grants. 


63.5 
9.0 
68.5 
69.6 


62.8 
6.8 


1 903 
1 785 
371 
-63 
-220 


68.0 
-3.4 
71.4 
72.8 


65.3 
Uae) 


2000 


1.4 
5.9 


-417 
-1 076 
352 

1 428 
691 
-196 
164 
450 
304 
148 
19 
=19 


1319 
46.5 


3.4 


1 947 
1 871 

438 
127 
-329 


75,5 
-0.8 
76.3 
77.9 


67.9 
10.0 


2001 


0.5 


1.910 
2 038 
455 
-245 
-500 


75.6 
=2.2 
77.8 
82.3 


71.8 
10.4 


, on the basis of official figures. 
ces. 


2002 


0.2 


-0.8 
21.2 


-2.4 


-0.2 
-1.0 
-3.3 
=0.9) 
3.7 
1.3 


-576 
-1 004 


520 
-205 
113 
639 
316 
288 
63 
-63 


1 856 
63.7 


3.0 


2 043 
2 208 
701 
-375 
-699 


74.9 
=2.5 
77.4 
85.6 


73.9 
iPileré 


( ( “y a “Includes errors and omissions. 
the capital and financial balance (including errors and omissions), minus net foreign direct investment. 


2003 4 


3.7 


4.4 
0.2 
3.2 
58 


6.0 
6.2 
=1.6 
12.6 
3.1 
5.5 


-594 
-1 135 


646 
-221 
118 
626 


33 
“27 


2073 
67.6 


1.8 


2 158 
2 260 

361 
-131 
-463 


71.0 
-4.2 
Tost 
89.2 


77.4 
11.8 


9 Refers to 


° A minus sign (-) denotes an 
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2. Economic policy 


(a) Fiscal policy 


In 2004 the States members of OECS have 
maintained the same fiscal stance as in 2003, applyin ga 
tight policy in order to reduce the fiscal imbalance and 
bring the debt down to sustainable levels. 

The authorities of Saint Kitts and Nevis will focus 
their fiscal efforts on making tax collection more 
efficient and effective and on expanding the tax base. 
In Dominica the authorities intend to implement a tax 
reform designed to reduce the government payroll; in 
addition, they plan to increase the tax base by 
rationalizing tax incentives and reforming the pension 
system through measures such as raising the retirement 
age for civil servants. 

In 2003 the OECS members’ fiscal deficit remained 
at just under 7% of GDP. Current income rose (from 
30.7% of GDP in 2002 to 31.4% in 2003), as did grants 
(from 3.1% of GDP in 2002 to 3.7% in 2003). These 
increases offset the rise in total expenditure (from 41.3% 
to 42.2% of GDP), which was mainly attributable to a 
30% expansion in capital expenditure. 

Tax revenue performance reflected efficiency gains 
—obtained through efforts to rationalize public 
administration, introduce tax measures (in some member 
States) and expand the tax base— and also, in particular, 
the economic upswing. Economic growth boosted public 
revenues both directly, through an increase in domestic 
tax receipts, and indirectly, through the expansion of 
demand for imports and, consequently, of income from 
taxes on external trade. 

At the national level, overall fiscal deficits were 
recorded in all the OECS countries except Anguilla (-0.13% 
and 2% of GDP in 2002 and 2003, respectively), whose 
government sold off some of its shares in the Anguilla 
Electricity Company. Meanwhile, Saint Lucia was the only 
country whose fiscal deficit worsened (from 4% of GDP 
in 2002 to 9% in 2003), owing to the country’s policy of 
stimulating economic growth through the expansion of 
current and capital expenditure. Most of the other member 
States took steps to curb government spending. 

In 2003 Antigua and Barbuda’s fiscal balance was 
equivalent to 9% of GDP (compared to 13% in 2002), 
thanks to the contraction of current expenditure (from 
28% of GDP in 2002 to 25% in 2003) and capital 
expenditure (from 5% of GDP in 2002 to 3% in 2003). 
The performance of current expenditure reflected a 
decline in spending on goods and services since 2002, 


when this item of expenditure had included the purchase 
of office equipment for a financial centre. Another reason 
for the decrease in current expenditure was the 
moratorium granted by the banking system. Capital 
expenditure reflected the lower rate of implementation 
of capital projects. 

Dominica’s fiscal performance (-10% and -5% of 
GDP in 2002 and 2003) reflected an improvement in 
tax collection and the recovery of overdue payments 
(25.4% of GDP, compared to 23.5% in 2002). A more 
significant contributing factor was the 30% contraction 
in current expenditure (which had declined by 33% in 
2002) due to the reduction of the public wage bill and 
the postponement of external debt-servicing payments. 
Since the end of 2003 Dominica has been implementing 
a three-year IMF programme designed to strengthen its 
fiscal position and introduce structural adjustment 
measures to revive growth and alleviate poverty. 

Grenada reduced its fiscal deficit from 21% of GDP 
in 2002 to 10% in 2003, as capital expenditure returned 
to historical levels following the completion of 
infrastructure projects. 

Montserrat’s fiscal deficit narrowed slightly, from 
31% of GDP in 2002 to 28% in 2003. Although current 
expenditure rose as a result of activities associated with 
the volcanic eruption early in the second half of 2003, 
there was a concurrent upturn in income and an increase 
in the level of activity due to the repair and reconstruction 
operations that followed this natural disaster. 

The fiscal deficit posted in Saint Vincent and the 
Grenadines was almost unchanged from the preceding 
year’s level (2.6% of GDP in 2002 and 2.4% in 2003), 
as an increase in capital expenditure due to the launching 
of public investment programmes was offset by a 
cutback in current expenditure under the heading “other 
goods and services”. Lastly, the fiscal deficit of Saint 
Kitts and Nevis increased from 7.6% of GDP in 2002 to 
8.8% in 2003, owing mainly to a sharp reduction in 
capital inflows. 


(b) Monetary policy 


The economies that make up the Organisation of 
Eastern Caribbean States formed a monetary union in 
1983. Their single currency, the Eastern Caribbean dollar 
(EC$), is linked to the United States dollar at a fixed 
rate of EC$ 2.7. The union’s monetary authority, the 
Eastern Caribbean Central Bank (ECCB), acts as a 
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virtual currency board and is required by its statutes to 
maintain reserves equivalent to 60% of its monetary 
liabilities. Ever since the monetary union’s inception, 
ECCB has maintained a neutral stance and has changed 
its benchmark interest rate only slightly. The monetary 
union has two features that account for this neutral 
behaviour: on the one hand, the management of external 
assets and liabilities has enabled the monetary authority 
to keep its reserves at a level well in excess of the 
statutory requirement; and on the other, the commercial 
banking system complies strictly with its obligation to 
maintain a balance between assets and liabilities. 

In 2003, and in accordance with the rules of the 
currency board, the expansion of monetary aggregates 
(14% in the case of M1 and 10% in the case of M2) 
reflected the accumulation of external assets in the 
consolidated banking system (33%), as there was no 
change in net domestic credit (1%). This reflected a 
contraction in credit to the public sector, which was partly 
offset by an increase in credit to the private sector (2%). 


ae corn 8 


3. The main variables 


(a) Economic activity 


After three consecutive years of declining economic 
activity, in 2003 the OECS member countries reached a 
turning point in their economic growth path, posting an 
expansion of 3.7% (as against 0.2% in 2002) owing to 
an increase in construction and the recovery of tourism. 

The agricultural sector contracted by 4.4%, mainly 
because of a fall in banana production on the Windward 
Islands (from 8.241 billion tons in 2002 to 5.608 billion 
in 2003). Dominica experienced the sharpest decline, 
followed by Saint Vincent and the Grenadines (-39% 
and -32%, respectively). Saint Lucia remained the 
leading banana producer, accounting for 50% of the total. 
The contraction in the banana subsector was due to 
adverse weather conditions, pests, reductions in the area 
under cultivation and in the number of farmers and 
bottlenecks in the production process and in financing. 
The output of other crops, such as nutmeg, cocoa and 
mace, was affected by declines in their international 
prices. 

The manufacturing sector posted anaemic growth 
(-1.2% in 2002 and 0.2% in 2003) owing to a variety of 
factors, including weak domestic demand in the cases 
of Dominica and Saint Lucia, the effects of the 
contraction in banana production, the downturn in the 
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Personal loans, especially for the purchase of 
property, account for the bulk of commercial bank loans 
(48% and 27% of the total, respectively). Only three 
production sectors showed increased demand for loans: 
agriculture (0.7%), manufacturing (7%) and 
entertainment (3%). Tourism and construction, which 
were the two sectors that made the biggest contributions 
to economic growth, sharply reduced their demand for 
credit (-7% and -8%, respectively). The main lenders 
within the monetary union are Antigua and Barbuda and 
Saint Lucia, which together extended 25% of total loans 
and advances in 2003 and 22% in 2004. 

The expansion of commercial bank deposits (10%) 
and the sluggish growth of lending activity improved 
the financial system’s liquidity position. The ratio of 
total loans and advances to deposits declined from 0.78 
in December 2002 to 0.72 in December 2003. In March 
2004 the ratio stood at 0.69, indicating that there is still 
excess liquidity in the commercial banking system. 


manufacture of paper and paper products, the fall in the 
sugar cane harvest (which affected sugar-cane 
derivatives in the case of Saint Kitts and Nevis) and the 
expiry of trade preferences for rice exports in the case 
of Saint Vincent and the Grenadines. 

All the OECS countries except Montserrat and Saint 
Vincent and the Grenadines posted positive tourism 
figures in 2003, with aggregate growth of 12.6%, 
compared to-0.9% in 2002. This robust performance was 
led by a 9% increase in arrivals of cruise-ship passengers, 
which reflected an upturn in overall demand, the 
expansion of air transport services, favourable exchange 
rates (in the case of the United Kingdom) and 
improvements in promotional initiatives and in capital 
investment in infrastructure. 

The construction sector, whose growth had slipped 
by 2.4% in 2002, expanded by 5.8% in aggregate terms 
in 2003, with upturns in most of the OECS countries. 
This sector benefited in part from the buoyancy of 
activities linked to the revival of tourism, such as hotel 
repairs and renovations, infrastructure maintenance and 
the implementation of projects in Anguilla, Antigua and 
Barbuda, Dominica and Grenada. In Anguilla, 
Dominica, Grenada and Saint Vincent and the 
Grenadines the construction sector’s expansion was also 
boosted by other private- and public-sector projects. In 
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Saint Kitts and Nevis and Saint Lucia this sector 
contracted (-4.7% and -1.2%, respectively) owing to the 
completion of large-scale public and private 
infrastructure projects, delays in the implementation of 
the public-sector investment programme and cutbacks 
in public investment, such as those observed in Saint 
Kitts and Nevis with the implementation of the Structural 
Adjustment Technical Assistance Programme (SATAP). 


(b) Prices, wages and employment 


Aggregate inflation diminished (from 3% in 
December 2002 to 1.8% in December 2003), essentially 
as a result of general stability in most international prices. 

The different countries recorded varying rates of 
inflation, ranging from 0.4% in Saint Lucia to 6.9% in 
Anguilla. A breakdown of consumer price increases by 
country and category shows that the items with the 
sharpest price hikes were medical care, transport and 
communications (in the case of Anguilla). The smallest 
increases were in the categories of alcoholic beverages, 
tobacco, fuel and, in the case of Saint Lucia, electricity. 
The biggest declines, meanwhile, occurred in the 
categories of housing (Anguilla), transport and 
communications (Saint Lucia) and alcoholic beverages 
(Dominica). 

Available information shows that wages went up in 
three OECS countries (Antigua and Barbuda, Grenada 
and Saint Vincent and the Grenadines). In Antigua and 
Barbuda civil-service wages were raised in the last 
quarter of the year, while in Grenada both public- and 
private-sector remuneration increased by 4%. Saint 
Vincent and the Grenadines raised the minimum wage 
as from April 2003. Dominica was the only State in 
which wages decreased (by 5% in the case of civil 
servants), owing to the implementation of the Poverty 
Reduction and Growth Facility (PRGF) arrangement. 

No data are available on employment and 
unemployment at the aggregate level for the period under 
consideration; only partial information is available for 
some of the countries. In Grenada the employed 
population grew by 17%, while in Saint Lucia public- 
sector employment expanded by 2%. In Montserrat 
public-sector hiring declined by 11%. Nevertheless, it is 
estimated that the employed population increased in 2003 
in keeping with the levels of activity recorded, particularly 
in sectors such as construction and tourism, whose growth 
trends diverged from their patterns of recent years. 


(c) The external sector 


The overall balance-of-payments position showed 
a surplus (1.3% of GDP), as the current account deficit 
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(slightly over 23% of GDP in both 2002 and 2003) was 
easily financed with the surplus on the capital and 
financial account (about 25% of GDP). In terms of 
individual countries, Grenada, Saint Kitts and Nevis and 
Saint Vincent and the Grenadines recorded deficits on 
their external accounts (of 2.7%, 0.3% and 1.3% of GDP, 
respectively), while the rest had positive balances. 

The performance of the current account reflected 
the widening of the merchandise trade deficit from 
41.3% of GDP in 2002 to 44.6% in 2003, which was 
partly offset by the surplus on the services trade balance 
(of 21.4% of GDP in 2002 and 25.3% in 2003). 

Merchandise exports contracted (-3.2%), owing 
especially to the poor performance of the agricultural 
sector, particularly the fall in banana production. Sugar 
exports also declined because yields were lower than 
they had been the preceding year. Exports of 
manufactures reflected a combination of factors, 
including the restructuring of a major company, the 
expansion of the regional market, increases in external 
demand and the negative effect of the agricultural 
sector’s contraction on the production of paper and 
paperboard, among others. 

Merchandise imports were up by 9.6%, reflecting 
the expansion in economic activity, renewed vigour in 
the construction sector and the increase in the oil import 
bill due to the surge in oil prices on the international 
market. 

The balance of trade in services mirrored the recovery 
in tourism activity. The number of visitors grew by 9% 
and average tourist expenditure amounted to US$ 367 in 
2002 and US$ 373 in 2003. Most visitors to the OECS 
countries come from the United States (31%), the 
Caribbean (29%) and the United Kingdom (25%). Among 
the member States, Saint Lucia received the largest share 
of total tourist arrivals, long-stay visitors and cruise-ship 
passengers, followed by Antigua and Barbuda. 

The deficit on the income account essentially 
reflected debt interest payments (6% of GDP, in the 
aggregate, in 2003). Saint Lucia, Saint Vincent and the 
Grenadines and Grenada were the primary contributors, 
as their external debt-servicing payments accounted for 
nearly one fourth of the total. 

Lastly, the capital and financial account reflected 
the combined effects of an increase in foreign direct 
investment in the development of tourism infrastructure 
(11% and 14% of GDP in 2002 and 2003, respectively), 
a decline in official grants as investment projects reached 
completion and a downturn in short-term capital inflows 
to commercial banks. Antigua and Barbuda, Grenada 
and Saint Lucia were the main recipients of foreign direct 
investment (22%, 19% and 24% of the total, 
respectively). 
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Capital and financial balance ' 


“Net foreign direct investment 25.8 40.3 c- ; ; 41 alee 
Financial capital 9 3.6 23.6 31.8 0.4 -36.8 68 -285 -652.7 -23.3. 
Overall balance 25" 253 2 248°) S254 1431 8440 9272 oer 10s 
Variation in reserve assets h -23.1 -26.1 -15.8 9.1 6.3 -6.9 1.0 3.3 -29.6 
Other financing ' 31.6 ase 9 00 eur 160 6.8, 2 62. e162 22e7er tee 


_ Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
4 Preliminary figures. 
Be 5 Based on official figures converted into dollars at 1995 prices. 
F © December-December variation. 
; aa 4 The data for Brazil were adjusted to allow for a change in methodology in 2002. 
: © Estimates based on figures in dollars at current prices. 
: Includes errors and omissions. 
9 Refers to the capital and financial balance (including errors and omissions), minus foreign direct investment. 
—- 4 A minus sign (-) indicates an increase in reserve assets. 
i Includes the use of IMF credit and loans and exceptional financing. 


Honduras ; ; 3.7 3.7 4.9 a 


9 75 
Mexico -6.1 5.4 6.8 5 3.6 alia 
Nicaragua — 6.0 6.6 AB 34 6.9 44 3.2 (QPat Ba 
Panama © 1.9 2h 6.7 TESS 4.0 3:8. 07-22 Sree 
Paraguay 45 eA 2.4 -0.6 -0.1 -0.6 2.4 -2.5 z 
Peru 8.6 20 6.9 -0.5 0.9 25 mOMEE Wire’ .4 BSF a 
Dominican Republic 4.3 UE 8.2 7.4 8.0 7.3 =3:0 4.3 
Uruguay -2.4 5.2 5.4 4.4 -3.5 -1.9 -3.6 -12.0 
Venezuela 4.8 0.0 6.9 0.6 -5.5 3.8 3.5 -9.0 
Subtotal Caribbean 2.6 2.6 2.0 27. 42 4.8 2.2 ere 
Antigua and Barbuda -4.8 6.0 55 5.0 49 2.6 1.6 lee 
Barbados 129 25 2.6 4.0 3.0 3.1 -2.2 -0.4 - a 
Belize 0.5 Ae 3.8 Chi 8.8 12.1 5:0" 4.2 uf 
Dominica 1.2 2.9 2.2 oo des io -3.3 -5.8 > 2a 
Grenada 3.1 3.0 4.3 7.6 15 7.3 -3.8 ta 8.0 . 
Guyana 3.8 7.4 6.8 2.2 5.0 23 2.3 WE D220 
Jamaica ee -0.1 -1.8 -0.8 0.6 1.0 TOS 01S 2.3 | 
Saint Kitts and Nevis 3.2 5.8 ee. Lt 3.5 5.6 2.0 0.9 0.6 ! 
Saint Vincent and the Grenadines 7.8 tee 3:5 5.8 3.6 1.8 0.0 a 3.9 
Saint Lucia Qt 0.8 -0.3 3.0 2.9 0.2 -4.4 0.2 0.3 
Suriname 0.0 5:3 3.3 2.9 -3.5 -1.2 ano tee 35 
Trinidad and Tobago 4.2 4.4 4.0 og 7.8 9:2 4.3 3.0 4.2 


eee 

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures converted into dollars at constant 1995 
prices. 

@ Preliminary figures. 

> From 1997 on, estimates are made on the basis of the new country series at constant 1996 prices. 
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> From 1997 on, estimates are made on the basis of the new country series at constant 1996 prices. 
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Antigua and Barbuda -6.3 4.5 4.1 Sif Oot 
Barbados les) al 2.2 Sef, 2.6 
Belize -2.2 -0.8 1.3 13) 6.4 
‘Dominica 0.3 2.0 1.4 2.3 0.6 
Grenada of 3.6 4.9 8.2 8.1 
Guyana 33 6.9 6.2 -2.7 4.5 
Jamaica : 1.3 -1.0 -2.6 -1.6 -0.3 
Saint Kitts and Nevis ZA} 5.8 7.8 2.0 4.5 
_ Saint Vincent andthe Grenadines 7.1 0.5 2.9 5.2 3.0 
Saint Lucia dO) -0.1 eile 23 2.1 
Suriname -0.5 4.7 2.6 2.1 -4.4 
Trinidad and Tobago 3:5 3.8 oe 4.9 7.4 
=e 2 aa EE Ee 
Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures converted into dollars at constant 1995 
prices. 
@ Preliminary figures. 


ae Sr rn 1S 137 162.18 5a 18.8 0.F 16.9 
ay. ae 26:1 2789 20:87 27,126 By 37.8 

_ 240 = 246.0. 27tre 20 0tmeaGL ae 27.4 "24.6 
Vlexic Q ; 16.2 179¢) “20.5 @ *21.565 4228 Ve 23.1 219 
Nicaragua 20:29 21h 212298 ©2304 Pease ameeee7 © ~25:1 


Panama } 26.0 24.6 24 22 o DO. auee ro: 4.1 = 
Paraguay 23.1 22.8 22.0 Pile 20.3 © 2033 15.9 
Peru 24.1 22.8 24.6 24.4 ALS 19.9 18.3 1 ibs 
Dominican Republic 17.9 17.9 19.8 23.8 24.7 24.7 24.6 24.1 
Uruguay Tees 14.0 14.5 15.0 TAG go tO) 122 plictnxS:6i 


Venezuela 16.6 15.3 18.1 17.4 15.4 15.0 16.5 14.1 


Source: Economic Commission for Latin america and the Caribbean (ECLAC), on the basis of official figures converted into dollars at constant 1995 . 
prices. 

4 Preliminary figures. —~ 

> New estimates are not comparable to data in previous publications due to methodological changes made by the country. 


Table A-5 — 
LATIN AMERICA AND THE CARIBBEAN: FINANCING OF GROSS DOMESTIC INVESTMENT 2 
(Percentages of gross domestic product) 


1995 1996 1997 1998 1999 2000 2001 2002 2003° 


1. Gross domestic savings 20.5 20.4 20.5 19.3 18.8 19:9 18.4 19.6 19.5 
2. Factor income =2.5 -2.2 -2.3 -2.5 -2.8 -2.6 Peat =3.1 -3.1 
3. Current transfers 0.9 0.8 0.8 0.9 Wi 1.0 t2 Ago 1.8 
4. Gross national savings (1+2+3) 18.9 19.0 19.0 17.6 vel 18.4 17.0 18.1 18.2 
5. External savings ° 23 Bee: 3.4 4.4 Sul 2.4 2.8 Oz -0.4 : 
6. Gross capital formation (4+5) 21.3 21.2 22.4 22.0 20.2 20.8 19.7 18.8 17.8 


EEE eee 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 

* Based on coefficient for 20 countries, calculated in local currency and converted into current dollars. 

> Preliminary figures. 

° This percentage differs from the figure given for the current account balance (with the sign reversed) in relation to GDP as presented in table A-7. 
External saving is calculated on the basis of countries’ national accounts, using adjusted information from the balance of payments. Another factor is 


that external saving is the sum (with the sign reversed) of the current account balance and the capital account balance, as the latter is defined in the 
fifth edition of the International Monetary Fund Balance of Payments Manual. 


sien 33: 
935 1974 2078 2768 2.800" 
458 443 160763 164860 168.396 168679 170551 
"S , © 75 Gay 748 1020" 1618" 1720-997! 


J 5992 5315 5051 6689 6352 6143 -696: 


3558 -4048 
-130 -109 ease 
899 979 1263 


: 7026 7723 8986 7221 7417 8255 =195ee = G06 eo 7Gt -881 -986 931 
: 5276 5165 5439 8779 8838 7883 -3503 -3673 -2444 1826 1757 2219 
2740" 1.922" 2273 2.915" “1. 874-2092" -775 48 182 321 154 162 
26667 26656 25750 19207 13622 10707 7460 13034 15043 -3305 -2792 -2442 


Table A-6 (continued) 


Current transfers Current account 


Trade balance Income balance 
balance balance 


E 2001 2002 20034 2001 2002 2003% 2001 2002 20034 2001 2002 20034 


Latin America and 


the Caribbean _ -23213 9107 27957 -54588 -51367 -56619 24953 28034 34298 -52849 -14226 5636 
Argentina 3432 15548 14746 -7770 -6498 -7425 432 576 620 -3906 9627 7941 
Bolivia -459 -517 -126 -211 -205 -302 396 369 447 -274 -352 19 
Brazil -5108 8105 19748 -19743 -18190 -18552 1638 2390 2867 -23213 -7695 4063 
Chile 999 1600 2249 -2526 -2915 -3280 427 430 438 -1100 -885 -694 
Colombia £g94) = 23410 -1 23400-21593 2820 -3861) 2263.9 2473) 3178, f-1i251)" =1S80 lean 
Costa Rica -92 -597 -337 -793 -532 -830 148 169 197 -737 -960 -970 
Ecuador -969 -1 707 -763 -1269 -1262 -1434 1639 1654 1772 -699- -1315 -424 
El Salvador -2183 -2111 -2443 -266 -323 408 2298 2023 2117 -150 -412 -734 
Guatemala -2165 -2893 -3195 -84 -318 -318 997 1976 2462 -1253 -1235 -1051 
Haiti -856 -811 -918 -9 -14 -14 769 776 907 97 -49 -26 
_ Honduras -1 054 -998 -1160 -178 -190 -190 929 969 1092 -302 -219 -258 
Mexico -13511 -11964 -10187 -14021 -12386 -12838 9338 10268 13727 -18195 -14082 -9298 
Nicaragua -1027 -1046 -1095 -240 -200 -203 336 377 439 -932 -870 -860 
Panama 203 -58 vag -602 -284 -820 226 250 241 -174 -92 -408 
Paraguay -449 -61 -18 16 19 0 167 116 165 -267 73 146 
Peru -1077 -680 2500 el 4246 -1491 21082) §1042 5 1043.5 221) -1 159) 2706 
Dominican Republic -1677  -1915 -295 -1092 -1152 -1244 2028 2269 2336 -741 -798 867 
Uruguay -454 202 344 -63 48 -344 30 72 76 -488 322 76 
Venezuela ; 4155 10242 12601 -2020 -2654 -2975 -148 -165 -2 1987 7423 9624 


ae eS a ee ee ee eee eee 


1890 1858 2260 2504 2138 2521 -614 -280 ve _ 165 Sug 4 aap eae ‘ 


Peaciay } : 

Peru : t 423 968 525 ; 

Dominican Republic : ) 2 ( 515 : -555, “453 519 

Uruguay 65-4236 278-3914 = 7 278 2328 oe 380 
Venezuela -3818 -11 853 -1831 -4430 §& | 2028 4430 -5454 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from the Intemational Monetary Fmd ae =. 


national sources. 
@ Includes errors and omissions. a 
5 A minus sign (-) indicates an increase in reserve assets. 
© Includes the use of IMF credit and loans and exceptional financing. 


4 eens 
Preliminary figures. ~ 


Table A-7 
LATIN AMERICA AND THE CARIBBEAN: CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS 2 
(Percentages of GDP in current dollars) 


1995 1996 1997, 1998 1999 | 2000 2001 2002 2003° 


— 


Latin America and the Caribbean -2.3 -2.1 -3.3 -4.4 -3.1 -2.4 -2.8 -0.9 0.3 
Argentina -2.0 =2.5, -4.2 -4.9 -4.2 -3.1 -1.5 9.4 6.1 
Bolivia -4.5 -5.1 -7.0 -7.8 -5.9 -5.3 -3.4 4.5 0.2 
Brazil -2.6 -3.0 -3.8 -4.2 -4.7 -4.0 -4.6 -1.7 0.8 
Chile -2.1 -4.4 -4.4 -4.9 0.1 -1.0 -1.6 =1.3 -0.8 
Colombia -4.9 -4.8 -5.4 -4.9 0.8 0.7 -1.5 -2.0 -1.8 
Costa Rica -3.1 -2.2 -3.7 -3.7 -4.3 -4.4 -4.5 -5.7 -5.5 
Ecuador -4.9 0.0 -1.8 -8.6 523 5.8 -2.8 -5.4 -1.6 
El Salvador -2.8 -1.6 -0.9 -0.8 -1.9 -3.3 “1.1 -2.9 -4.9 
Guatemala -3.9 -2.9 -3.6 -5.4 -5.6 -5.4 -6.0 -5.3 -4.3 
Haiti -3.2 -4.6 -1.5 -1.0 -1.4 -2.3 -2.8 -1.5 -0.9 
Honduras -5.1 -8.2 -5.8 -2.8 -4.4 -4.6 -4.7 -3.3 -3.7 
Mexico - -0.5 -0.8 -1.9 -3.8 -2.9 -3.1 -2.9 -2.2 =1.5 
Nicaragua -24.7 -26.6 -27.4 -22.9 -29.1 -23.4 -23.1 -21.7 -20.8 
Panama = -5.2 -2.2 -5.0 10.8 -11.5 -6.2 -1.5 -0.8 -3.4 
Paraguay -1.0 “3.7 -6.8 -1.9 -2.1 “2.1 -3.9 1.3 2.6 
Peru -8.7 -6.5 -5.8 -6.0 -2.9 -2.9 -2.2 -2.0 -1.8 
Dominican Republic -1.5 -1.6 -1.1 -2.1 SANS -5.2 -3.5 -3.7 3.0 
Uruguay -1.1 -1.1 -1.3 -2.1 -2.4 -2.8 -2.6 2.6 0.7 
Venezuela 2.6 12.6 4.2 -4.6 2.0 9.8 1.6 7.8 Wes) 


Saoa LERRnAIRIn Ga ilesiag far | niin Aad hn RL i 
Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from the International Monetary Fund and 
national sources. 


* These percentages differ from the figures (with opposite sign) for external saving given in table A-5. The current account was calculated using official 
information from the balance of payments. 


> Preliminary figures. 
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i LATIN AMERICA AND THE CARIBBEAN: EXPORTS OF GOODS, FOB 
: (Indices 1997=100) ® 


Value Volume Unit value 


2001 2002 2003" 2001 2002 + 2003" > 2001 2002 2003° 


Tae Sess Te eee 
\ 


Latin America and the Caribbean 119.7 1209 130.8 130.4 132.2 1381 918 915 94.7 
Argentina 1004. 4407.8° otdds1 6143.7 143.69 119.5.nip68:31 bycOBsteeen Oe 0 

Bolivia 4104 1318. 134.9 1269 130.9 144.2 -. 86.8 —- -@50— 9 946 
Brazil 7095 8199.5 “137.4 9184.0 2146.2 16914 seve Sl77.eeem 

e Chile 022 01.7 Ctt7s. 180.1 S13 — 140 e792 ore reese 
- Colombia 405.9 *102.0 “1121 “1184 “4724 1166 934 (90.7. O6q 
= —— Costa Rica fee ‘i246 1453 “1875 “150.6 1739 84.8 627 S."8g% 
— Ecuador g90 96.8 (1154 ~ 95.0. “101.2 113.9 93.7 96621012 
El Salvador 1186 1239 1298 1368 1440 1523 868 861 85.2 
Guatemala 109.9 -108.3 117.1 -1292 1280 1384 85.0 84.6,59/846 

Haiti 1486 1336 1622 1519 1366 1626 978 978 . 998 
Honduras 104.3 106.3 1119 1250 1314 139.7 834 80.9 80.1 

Mexico 1435 1456 1493 147.0 1462 1456 976 996 1026 
Nicaragua {243 SF471 T1286 1524 4459 160.2 81.6 “803 808 
Panama sae bqa7 Bey S619 “8i5 79.0 97.8 ~ 97,8 ammose 
Paraguay Bee ese ero *'64.7 *636 744 “87,8 “87.80 ors 

Peru 7029 {192 “131.7 “1469 -1555 1676 ° 704 726 = 766 
Dominican Republic aa (cti.9 117.9 1240 j1214 4253" ~92.2> “e227 eros) 

Uruguay 766 @i688 pieid e192 es? 93.40 3830) 6227" Be) 
Venezuela (Ale? t1dde? «-G1GH9 45996 91940 825  112:1 serIB.O nentaos 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from the International Monetary Fund (IMF) and 


national sources. 
a The price indexes used take 1995 as a base yea 


> Preliminary figures. 


r; for the purposes of analysis, 1997 is used as the reference year here. 
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Table A-10 
LATIN AMERICA AND THE CARIBBEAN: IMPORTS OF GOODS, FOB 
(indices 1997=100) ® 
Value Volume Unit value 
2001 2002 2003 2001 2002 2003 2001 2002 2003° 
Ls eee ee eee eee 

Latin America and the Caribbean 115.7 107.8 111.2 123.1 113.9 114.7 94.0 94.6 97.0 
Argentina 67.1 29.7 45.8 75.5 34.1 52.6 88.9 87.1 87.1 
Bolivia 89.9 99.7 92.4 99.0 114.5 100.4 90.8 89.4 92.1 
Brazil 92.9 78.9 80.6 99.4 86.1 83.9 93.5 91.6 96.2 
Chile 85.1 82.5 93.4 88.7 87.7 96.5 96.0 94.0 96.9 
Colombia 83.4 82.1 90.2 93.5 93.0 99.1 89.2 88.4 91.0 
Costa Rica 121.7 138.5 153.6 134.7 154.8 167.4 90.4 89.5 91.7 
Ecuador 106.8 127.8 129.3 116.3 140.0 138.2 91.8 91.3 93.6 
El Salvador 134.7 136.6 151.8 132.2 134.1 144.7 101.9 101.9 104.9 
Guatemala 145.1 163.5 174.3 149.3 167.3 173.2 97.2 97.7 100.6 
Haiti 188.6 175.2 199.4 181.3 166.7 183.4 104.0 105.1 108.8 
Honduras 128.7 130.6 142-5 135.9 137.9 145.4 94.7 94.7 98.1 
Mexico 153.4 153.6 155.3 162.1 160.0 158.6 94.6 96.0 98.0 
Nicaragua 118.2 118.0 125.5 122.4 122.2 125.6 96.5 96.5 99.9 
Panama 90.9 86.4 83.5 90.2 84.8 80.0 . 100.8 101.8 104.4 
Paraguay 59.7 51.0 60.1 ifao 48.9 56.0 104.2 104.3 107.4 
Peru 84.3 86.6 96.4 90.3 92.0 98.5 93.3 94.1 97.9 
Dominican Republic 132-3 dose 119.3 146.2 146.3 1267 90.9 91.4 94.1 
Uruguay 83.3 53.6 59.8 90.7 58.6 63.2 91.9 91.4 94.6 
Venezuela 128.8 91.3 Teles: 136.6 97.4 75.0 94.3 93.8 95.7 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from the International Monetary Fund (IMF) and 
national sources. 

4 The price indexes used take 1995 as a base year; for the purposes of analysis, 1997 is used as the reference year here. 

> Preliminary figures. 


Table A-11 
LATIN AMERICA AND THE CARIBBEAN: TERMS OF TRADE FOR GOODS, FOB/FOB 
(Indices 1997=100) ® 


1995 1996 1997 1998 1999 2000 2001 2002 2003° 


Latin America and the Caribbean 97.2 98.0 100.0 94.5 94.8 100.5 97.6 96.6 97.7 
Petroleum-exporting countries ° 94.6 99.8 100.0 92.8 96.8 106.9 103.7 103.6 106.2 
Non-petroleum-exporting countries 101.3 95.4 100.0 97.0 90.7 88.4 86.8 85.2 85.6 
Argentina 91.8 99.6 100.0 95.4 90.4 99.9 99.4 98.3 106.8 
Bolivia 86.5 96.6 100.0 95.1 95.0 96.9 95.6 95.1 101.6 
Brazil 96.4 94.5 100.0 100.0 90.2 87.6 87.4 84.7 84.3 
Chile 120.4 97.2 100.0 88.2 88.6 88.6 82.5 82.5 86.5 
Colombia 95.8 99.4 100.0 91.7 98.3 111.0 104.6 102.7 105.6 
Costa Rica 99.4 94.3 100.0 103.2 102.2 95.2 93.9 92.5 91.1 
Ecuador 89.3 97.9 100.0 89.0 94.9 110.6 102.0 104.7 108.3 
E! Salvador 106.2 99.5 100.0 97.5 92.3 87.9 85.2 84.5 81.2 
Guatemala 105.4 92.5 100.0 99.4 91.9 89.3 87.5 86.6 84.1 
Haiti 105.5 95.6 100.0 102.0 100.5 93.0 94.0 93.1 91.7 
Honduras 86.7 80.4 100.0 102.3 95.5 90.0 88.1 85.4 81.7 
Mexico 96.1 98.8 100.0 96.5 98.4 103.2 103.2 103.7 104.7 
Nicaragua 119.3 105.0 100.0 104.2 96.7 92.2 84.5 83.2 80.4 
Panama 96.7 98.0 100.0 99.9 102.4 96.5 97.0 96.0 91.8 
Paraguay 100.1 100.1 100.0 92.5 87.8 84.3 84.2 84.2 85.0 
Peru ; 96.9 93.5 100.0 86.9 80.7 78.3 75.1 Cis 80.3 
Dominican Republic 98.0 95.8 100.0 101.1 101.9 100.0 101.5 100.9 100.0 
Uruguay 103.8 100.4 100.0 107.0 98.5 89.5 90.4 89.9 921 
Venezuela 90.2 104.3 100.0 72.1 96.6 142.0 118.9 126.7 136.6 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from the International Monetary Fund (IMF) and 
national sources. 


* The price indexes used take 1995 as a base year; for the purposes of analysis, 1997 is used as the reference year here. 
> Preliminary figures. 


° Argentina, Colombia, Ecuador, Mexico and Venezuela are net exporters of petroleum. 


702 2602 
-6035 -14507 


i oC m ission for Latin America and the Caribbean (ECLAC), onthe basis of figures from the International Monetary Fund (IMF) and 
ei thet tn ae resources is equal to total net capital inflows minus the income balance (net payments of profits and interests). Total net capital 
inflows correspond to the capital and financial accounts, plus errors and omissions, and the use of IMF credit and loans and exceptional Sreneig: 
_ Negative figures indicate net outward resource transfers. 
> Preliminary figures. 


1 
1990 | 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 4 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from the International M 


35.6 
-13.8 
Set 


national sources. 


3 Equal to the income balance. 
5 Equal to the capital and financial balance, plus errors and omissions. 
° Includes the use of IMF credit and loans and exceptional financing (includes transactions such as external debt forgiveness and accumulation of 


arrears). 


4 Preliminary figures. 


24.7 
18.8 


lonetary Fund (IMF) and 


Includes interest paid (not deducting interest received) and interest due and not paid. 


Source: Economic Commission for Latin America and the Caribbean ( 


national sources. 
a Includes reinvestment of profits. 
Preliminary figures. 


Source: Economic Commission for Latin America and the Caribbtan (ECLAC), on the basis of official figures. 


> Preliminary figures. 
Table A-15 
LATIN AMERICA AND THE CARIBBEAN: RATIO OF PROFIT PAYMENTS 
TO EXPORTS OF GOODS AND SERVICES # 
(Percentages) 
1995 1996 1997 1998 1999 2000 2001 2002 2003° 
Latin America and the Caribbean 5:0 5.2 6.1 6.4 5.1 5.7 5.3 4.7 5.4 
Argentina 8.5 3 8.9 8.9 A) 9.9 2.9 -1.2 Sal 
Bolivia 2.0 3.0 Syi/ 6.0 10.9 10.1 11.0 0.0 0.0 
Brazil 5:3 7.6 10.3 Wl) 9.3 6.6 74 8.5 ee 
Chile THES 9.4 10.0 6.9 7.0 10.6 10.0 10.9 11.6 
Colombia 2.9 4.9 4.0 -0.2 -2.1 4.2 6.0 Yell 9.8 
Costa Rica 2.4 1.8 3.4 5.6 20.9 14.7 8.7 4.9 an 
Ecuador 2.8 3.4 ez 4.6 4.7 4.7 5.9 4.9 by 
El Salvador 0.0 0.0 0.0 1.0 35 1.6 2.0 2.3 1.9 
Guatemala 3.4 46 5.1 Skis 4.3 6.4 4.4 Sa, 6.6 
Haiti 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Honduras 2.4 35 ae 2.9 2.0 2.8 4.3 4:3 4.1 
Mexico 4.8 3.8 Sl 41 2.4 4.0 3.8 2.6 Zui 
Nicaragua 4.7 7.0 6.7 7.0 7A 7.3 8.2 7.9 het, 
Panama Se 333) 6.1 8.7 Wie 7.9 Teo 3.7 9.4 
Paraguay 1.3 1.8 3.8 4.3 3.6 Pas) 3.6 1.6 dH, 
Peru 12.6 9.3 11.0 2.9 0.2 4.0 149 5.2 9.4 
Dominican Republic 10.9 9.8 10.1 diteeal Wes Wil) 13.0 12 15.4 
Uruguay 1.5 0.9 0.9 1.4 3.8 2.4 3.0 -9.4 11 
Venezuela 225) trey 6.6 11.4 3.9 4.1 6.7 6.9 6.3 


ECLAC), on the basis of figures from the International Monetary Fund (IMF) and 


: ' i, 
am. ef res 4° — 30 


ag ys 8 50 ee Petes e099 ae 
7: : x84! > BO: =a 287 97420. 394 


kei 9526 9186 


| 16 075 
Ree 89 120 267, : 
Panama ’ 223. SAG" 00 ee oe 603 405 | 
Paraguay : 98 144 230 336 7 98 = 79 ett ys 
Peru 2549 3488 2054 1582 1812 810 1070 2156 
Dominican Republic 414 o7 424 700 1338 953 1079 917 
Trinidad and Tobago aw 299 355 999 730 879 ie A 65A) 8 BBB ee. (684: 
Uruguay 157 137 ail 155 235 274 = 314 121 
. Venezuela 894 1676 5645 3942 2018 4180 3479 -241 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures f from the International Monetary Fund (IMF) and 

national sources. 

@ Refers to direct investment in the reporting economy, minus direct investment abroad by reporting-economy residents (both excluding disinvestment). 
Includes reinvested profits. 

5 In accordance with the fifth edition of the IMF Balance of Payments Manual, all transactions between non-financial direct investment enterprises and 
their parent companies and affiliates are included in direct investment. 

© Preliminary figures. 

4 For 1999, includes the value of the investment by REPSOL in Yacimientos Petroliferos Fiscales. Part of this amount corresponds to the purchase of 
shares in the company held by non-residents. In the balance of payments, the value of those shares is reflected as a debit under the portfolio 
investment item. NS 

® From 1998 onward the figures are not comparable, since up to 1997 no official records were kept. a — 

' For 2001, includes the value of the investment by Citigroup in Banamex. 
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ee ora 2660 1215 

Source: International Monetary Fund Research Department, Emerging Markets Studies Division. _ 
* Gross issues. Includes medium-term euronotes. 


= b J ae oo ) e 

j © Official information. 

4 Table A-18 

| LATIN AMERICA AND THE CARIBBEAN: TOTAL GROSS EXTERNAL DEBT 


(Millions of dollars) 


1995 1996 1997 1998 1899 2000 2001 2002 2003° 


3 Latin America and the Caribbean 620 930 648 875 680466 769030 765120 742510 726888 725590 752 786 


Argentina 98 547 110613 125052 141929 145289 146575 140214 134147 145583 
Bahamas ° 303 284 319 339 353 368 346 311 349 
Barbados ° 479 481 428 453 492 605 539 755 737 
Bolivia © 4523 4366 4 234 4655 4574 £4461 4412 4300 5042 
Brazil 165 447 186561 208375 259496 241468 236157 226067 227689 235 415 
Chile 21736 26272 29034 32591 34758 37177 38032 40395 41179 
Colombia 26340 31116 34409 36681 36733 36131 39109 37336 38193 
Costa Rica ° 3259 2859 2.6408) 2.672) S057) ool 3243 3338 3/753 
Cuba ° 10504 10465 10146 11209 11078 10961 10893 10900 11000 
Ecuador 13934 14586 15099 16400 16282 13564 14376 16236 16586 
El Salvador ° Z1GSr eo) 2689 2646 2789 2831 3 148 3987 4687 
Guatemala 2 947 3 026 3 197 3 618 3 831 3929 4100 4200 4548 
Guyana ° 2 058 ROS 1513 1516 1210 W195 1193 1 246 1 084 
Haiti ° 901 914 1 025 1 104 1 162 1170 1 189 ee 1 287 
Honduras 4 243 4121 4073 4369 4691 4711 415i 4 922 dee 
Jamaica Be Se 3 278 3 306 3 024 3375 4146 4348 4192 
Mexico 165 600 157200 149028 160258 166381 148652 144534 140100 140300 
Nicaragua ° 10 248 6 094 6 001 6 287 6549 6660 6 374 6 363 6 596 
Panama ° 3 938 5 069 5 051 5180) 57412 5 604 6 263 6349 6502 
Paraguay 1 742 1 801 1 927 PAGoe | 2097 ae C9 OO2 2.866 a2 87a 
Peru 33 378 33805 28642 29477 28704 28150 27195 27840 29708 
Dominican Republic 3 999 3 807 3 57/2 3546 3661 3682 4177 4538 5899 
Trinidad and Tobago 1 905 1 876 1 565 1 471 1 585 1 680 1 638 1 596 1 526 
Uruguay ° 5 193 5 387 5 459 6 036 5618 6116 5855 8328 8626 
Venezuela 37537 34417 33710 31457 33723 32786 32437 32290 32000 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 
a Includes debt owed to the International Monetary Fund. 


> Preliminary figures. 
© Public external debt. 
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34 2760" 255) Cia) 

= 268 = 259 249 328 
106 4114 92. 57 
: 104 108 100 104 
327 213 204 220 
~Haiti®- 469 AT Cae 200: 230 
Honduras 260 214 186 180 
Jamaica © ae su «96 98 
Mexico 185 147 123 124 
Nicaragua © 1 672 947 753 157 
Panama ° 52 68 60 63 
Paraguay 36 4 48 Dil 
Peru 504 464 342 391 
Dominican Republic 70 61 51 47 
Trinidad and Tobago 68 67 52 50 
Uruguay » 148 140 129 145 
Venezuela 181 135 134 164 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from the International Monetary Fund (IMF) and 


national sources. 
4 Preliminary figures. 
> Public external debt. 


LATIN AMERICA AND THE CARIBBEAN: STOCK EXCHANGE INDICES IN DOLLARS 2 


1995 
Latin America and the Caribbean 62.9 
Argentina 69.1 
Brazil 50.5 
Chile 93.3 
Colombia iGTan 
Mexico 66.7 
Peru 73.5 
Venezuela oik2 


Source: Economic Commission for Latin America and the Caribbean ( 


4 Year-end values; overall index. 
> Figures to June. 


Table A-20 


(Indices: June 1997=100) 


1S96me 1997 1998 1999 
73.0 91.2 56.4 88.6 
82.1 96.3 68.9 91:9 
65.8 79.4 45.5 76.1 
LIES CRS 95:9 5.7 
80.5 SEE) 56.4 45.1 
TA N43 TOO LET 
74.0 84.3 50.8 61-5 
72.3 89.1 42.9 37.5 


2000 
75.1 


68.9 
69.7 
65.0 
24.8 
100.1 
44.4 
47.4 


35 
167 
94 


2001 
70.5 


47.7 
54.1 
61.6 
31.1 
112.3 
49.9 
37.9 


116 


2002 
54.5 


24.0 
36.2 
02.5) 
34.1 
93.7 
65.3 
24.6 


117 


2003 
92.0 


54.7 
73.8 
94.9 
43.4 
123.6 
116.8 
28.1 


120 


2004 > 
90.2 


48.0 
64.5 
89.8 
58.2 
141.1 
109.0 
35.8 


ECLAC), on the basis of figures from the International Finance Corporation. 
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; 98. 0 
100.0 101.6 
100.0 95.0 


Commission for Latin America and the Caribbean (ECLAC), on the basis of eae from the Intemational Monetary Fund (IN as Ue 
national sources. 


a The index of the real effective exchange rate is the average of two indices: the real exchange rate index for imports and the corresponding’ index i 


exports. Both rates are calculated using the nominal exchange rates for each country’s main trading partners. These figures are then deflated by 
variations in the consumer price index in each country and, lastly, weighted according to the share of total imports and exports accounted for es 
bilateral trade. The trade pattern for 2002 was used to calculate the indices for 2003 and 2004. 

> Annual averages. 

© Preliminary figures. The figures shown for 2004 correspond to the average January-June. 

3 Simple average. 


nwide total 


Ecuador® 

Cuenca. Guayaquil and Quito | We, 
El Salvador ~ 

Urban total 7.0 
Guatemala * 

Nationwide total 3.9 
Honduras 

Urban total 5.6 
Jamaica ® 

Nationwide total 16.2 
Mexico 

Urban areas 6.2 
Nicaragua 

Nationwide total 16.9 
Panama ® 

Urban total * 16.6 
Paraguay 

Urban total 5:3 
Peru 

Metropolitan Lima 8.2 
Dominican Republic @ 

Nationwide total 15.8 
Trinidad and Tobago ® 

Nationwide total Ae 
Uruguay 

Urban total 10.3 
Venezuela 

Nationwide total 10.3 


Source: Economic.Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


4 Preliminary figures. 


16.0 

5.5 
16.0 
16.9 

8.2 

8.0 
16.5 
16.2 
US) 
11.8 


TOS 


S:2 
nS.9 


15:05 


ike 


11.4 


6.6 


8.5 


14.3 
14.2 
10.1 
11.3 


14.4 
6.9 


5.3 
15.7 
2.5 
10.7 
14.0 
9.4 
9.2 
13.8 
13.2 
11.3 


15.0 


15.5 
2.2 
9.8 

15.2 

10.0 
8.5 

13.9 

12:2. 

13.6 


13.9 


10.8 

9.3 
15.4 
10.8 
15.3 


13.3 


9.4 
16.6 
10.6 
16.9 


18.0 


°F ee 


18.0" 13.38 


19.7 {Ase 


» Preliminary figures. For the first half of 2003, figures are given only for countries that have information available for the first half of 2004. 
° The data for Brazil have been adjusted to allow for a change in methodology in 2002. 


4 First quarter. 
© Includes hidden unemployment. 
' Up to 1999, departmental capitals. 


9 A new measurement was used from 2002 on; these data are not comparable with the earlier series. 


Average January-May. 

i Up to 1999, seven metropolitan areas. 
J Up to 1998: urban total. 

* Up to 1999, Metropolitan Region. 


oe 7 
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@ Twelve-month variation to June 2004. ¥ 
© Do not include Bahamas; Cuba; Grenada; Guyana; Saint Vincent and the Grenadines; Saint Lucia or Trinidad and Tobago. 
© Twelve-month variation to April 2004. 
4 Twelve-month variation to May 2004. 
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Table A-24 
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(Average annual indices: 1995=100) 


First semester 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. 


@ Preliminary figures. 

> Manufacturing. 

© Average January-May. 

4 Private sector in La Paz. 


© Workers covered by social and labour legislation. 


f General index of hourly wages. 


9 Average January-April 


h Average wages declared by workers covered by social security. 


i First quarter. 


i-Private-sector manual workers in the Lima metropolitan area. 


k Private sector. 


WONONR= BRON 


LATIN AMERICA AND THE CARIBBEAN: AVERAGE REAL WAGES 


=ORACOHRA4 


on 


MVOWREROTDOD 


1995 1996 1997 1998 Ue) 2000 2001 2002 2003 # 
20032 2004 3 
z 
Argentina © 100.0 100.6 100.9 100.9 103.9 106.2 105.4 90.7 8oil 80.8 ° Cee} 
Bolivia ¢ 100.0 99.0 105.1 108.1 115.0 115.9 120.3 124.1 5 cae a 
Brazil © 100.0 107.9 110.8 110.8 105.9 104.8 99.6 97-5 89.0 88.2 ° 87.3" 
Chile 100.0 104.1 106.6 109.5 nye TAKE 115.5 117.9 118.9 NG Gnc eee 22a line 
Colombia ° 100.0 102.3 106.5 106.7 111.4 iikslete 115.4 118.6 118.5 Male 8) IS 5 
Costa Rica" 100.0 97.9 98.7 104.3 109.2 110.1 dditee INS. 116.2 107.9' 108.0! 
Mexico ° 100.0 90.1 89.6 925 93.5 99h 105.7 107.5 109.0 104.09 105.3 9 
Nicaragua " 100.0 97.8 See 105.0 109.7 111.4 Ee eee 124.4 Ps is 
- Paraguay 100.0 103.1 102.6 100.7 98.6 99:9 101.3 94.8 92.9 

Peru ! 100.0 Obi 94.5 92:7 90.7 91.4 90.6 94.8 95:6 a os 
Uruguay 100.0 100.6 100.8 102.7 104.3 102.9 102.7 Silat 80.2 80.7 9 79.3 9 
Venezuela * 100.0 76.7 96.3 101.5 96.8 98.3 100.6 90.5 75.4 88.3 ' 8373! 


~ El Salvador J . CG ck’ -0.6 


NFPS Oa “eas & 28 he 0 ty 3.7 
Guatemala CG -0.5 0.0, - 20.8 -2.8 -1.8 1.9 — 
Haiti cGh -4.4 -2.0. tA Ghee. 2 eS 32.8 
Honduras CG aig -3.1 -3.5 -4.3 25:1) -=5.9 
‘ NFPS 4.3 -2.5 OTF =203 Bees 
Mexico ' CG" -0.6 =0.2 zt > “1.9 =0.7 
p PS 0.0 0.0 11 -1.1 -0.7 
Nicaragua ~ (cep -0.3 -0.9 -3.8 -5.0 -8.7 
NFPS -1.5 -2.9 =2.2, > 4:5 -6.3. - 
Panama CG 0.8 0.2 -2.0 -1.1 -1.7 
NFPS 32 ee -0.9 O57 -0.4 
Paraguay CA -0.3 “1.1 -3.6 ~<-4.3 -1.1 
NFPS ‘er 0.8 -3.3 -4.4 -0.4 
Peru CG -3.4 -1.4 -3.1 -2.8 -2.8 
NFPS -3.1 -1.0 -3.2 -3.2 -2.6 
Dominican Republic CG* 0.1 -1.6 -1.8 -2.4 -2.4 -2.7 -3.8 
Uruguay CG -1.9 -1.8 -3.8 -4.0 -4.4 -4.7 -4.6 
GPS -1.5 -1.4 40° -44 -4.3 4.0 -3.2 
Venezuela CG -4.3 0.6 -1.6 -1.6 -4.2 <3.) -4.1 
RPS “657 6.8 0.7 4.3 =4.5 7-1-0 0.2 


Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures. ~ 

@ Total income minus total expenditure, expressed in local currency. 

> Abbreviations used: NA = National administration; CA = Central administration; CG = Central government; FG = Federal government; GG = General 
government; CNG = Central national government; NFPS = Non-financial public sector; PS = Public sector; CPS = Consolidated public sector; GPS = 
Global public sector; RPS = Reduced public sector. 

° Preliminary figures. 

4 Operating balance. 

® Series corresponds to new methodology (accrual basis). 

f Up to 1996, narrowly defined non-financial public sector. 

9 In 2003, does not include US$ 130 million that the Office of the Under-Secretary of the National Treasury de-earmarked from the central government 
accounts. 

" Overall balance calculated "below the line" (financing). 

' New methodology from 1998 (accrual basis). 

! Includes grants. 

« New methodology from 1999 (accrual basis). 
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